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(The following is really four short ar- 
ticles written for the layman to present 
a summary of historical developments 
and of labor and management attitudes 
on four important phases of the problem 
of industrial relations. While it does not 
attempt to present any solution, it does 
summarize viewpoints, some common, 
others relatively new and unknown. No 
attempt has been made to trace ideas to 
their sources where they are common. 
Only where new or changing points of 
view are expressed are they documented 
to show the group responsible for them. 
The chief contribution of the article is 
to bring the ideas together for examina- 
tion as a whole rather than piecemeal as 
is so commonly the case in this field. 
Ed. note) 


Or the myriad phases of employer- 
employee relations which merit discus- 
sion, the writer will treat four aspects 
which he believes to be of interest to the 
layman. They are (1) local plans for in- 
dustrial peace; (2) worker security; (3) 
management security; and (4) employee 
attitudes. 


LOCAL PLANS FOR 
INDUSTRIAL PEACE 

The changing attitude of the public 
toward the problem of industrial peace 
has given rise to the development of 
many devices for use in reaching solu- 
tions to disputes which are fraught with 
public interest. Initially applied by the 
Federal Government to disputes involv- 
ing interstate transportation, they have 
been extended to cover all industrial dis- 
putes through the function of the Labor 
Department Mediation Service and the 
National Labor Relations Board. Al- 
though the use of neither is mandatory, 
except in certain instances, considerable 
progress has been made in developing 
means of dealing with the whole problem 
of industrial relations. The success of 
these devices in national industries soon 
gave rise to thoughts concerning means 
of treating purely local problems. The 
first real efforts are of relatively recent 


*W. Roy Buckwalter is the Professor of 
Management at Temple University in the 
School of Business and Public Adminis- 
tration. He was Economist and Public 
Member and Chairman of Dispute Panels 
for the National War Labor Board. He 
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origin, dating back only to the 1930’s.1 
Because of the differences in emphasis, 
historically, and because of the current 
interest in this development, this section 
of the article will be devoted to two of 
the largest representative and most ac- 
tive municipally sponsored agencies in- 
augurated since 1945. 


Toledo Labor-Management 
Citizens Committee 


On April 23, 1945, the City Council of 
Toledo, acting on the proposal of Vice- 
Mayor Michael DiSalle, adopted a reso- 
lution authorizing the Mayor “to appoint 
a committee of eighteen (18), consisting 
of six representatives of management, 
six representatives of labor, and six rep- 
resentatives of the public for the pur- 
pose of studying community management 
labor problems facing the city of Toledo.” 
This resolution was motivated by the de- 
sire to accomplish full employment and 
the need to bring about a better under- 
standing and solution of the problems 
affecting management and labor. The 
Charter of the Toledo Labor Management 
Citizens Survey Committee, adopted No- 
vember 20, 1945, and ratified February 
5, 1946, set forth several principles which 
it is felt would result in “democratic 
economic living,” “self-government in in- 
dustry,” and a reduction “of loss of pro- 
duction and wages,” if applied. They are 
as follows: 

“(1) Management acknowledges the 
right of employees to form and join 
labor organizations without interfer- 
ence or coercion from any source and 


to bargain collectively through their 
bargaining agents. 

“(2) Labor recognizes the inherent 
right of Management to direct the 
operations of the enterprise. In the 
exercise of these rights, Management 
recognizes its duty to demonstrate the 
type of leadership and responsibility it 
expects of the representative of Labor 
under Principle No. 1. 


“(3) Neither Management nor Labor 


IR. H. Owsley. City Plans for Promoting 
Industrial Peace. American Municipal As- 
sociation, Report No. 162, May, 1947. 
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shall discriminate against any em- 
ployee because of creed, color, or race. 


“(4) Management and Labor agree 
that improvements in productive effici- 
ency and technological advances result 
in lower costs and selling prices and 
wider markets for the products of in- 
dustry, thereby making possible higher 
wages and a rising standard of living 
and increasing employment. 


“(5) Management and Labor, while 
attempting to prevent differences and 
disadvantages, realize they will arise 
from time to time and believe that the 
damaging effects of such differences 
and disagreements on the community 
should be minimized, by joint discus- 
sion and by the voluntary utilization 
of mediation, fact-finding, and arbitra- 
tion facilities as may be made available 
by this Labor-Management Citizen’s 
Committee. 


“(6) The establishment of an educa- 
tional program ‘to promote a better 
mutual understanding between workers, 
stewards, union officials, supervisors, 
foremen, and managers.’ 

On February 18, 1946 the Toledo Coun- 
cil adopted an ordinance “Creating a 
Permanent Labor-Management Citizens 
Committee, consisting of eighteen mem- 
bers.” The members of this Committee 
are all appointed by the Mayor and serve 
without compensation. 


The submission of disputes to this Com- 
mittee is entirely voluntary. It will in- 
tervene only if one or both of the parties 
to the dispute requests its services. In 
practice, however, the Committee offers 
its services in cases where this seems 
advisable. When the Committee enters 
a case, its work may extend to negotia- 
tion, conciliation and mediation, and ar- 
bitration. Most of its cases, however, are 
handled by three-man mediation panels 
appointed by the Chairman of the Com- 
mittee. If such panel fails to settle a 
dispute the case may be referred to the 
full eighteen-man Committee, or, if the 
parties desire, the case may be referred 
to an acceptable arbiter. It is to be noted 
that its recommendations or findings are 
binding only in the case of arbitration. 


During 1947 the Labor-Management 
Citizens Committee handled 81 cases. 
The record of disposition shows that 39 
strikes were averted, 23 cases were set- 


tled by panel mediation, 9 were settled 
by the Committee secretary, and 23 were 
settled after further meetings between 
the parties arranged by the Committee. 
In 1948 the Committee handled 109 cases. 
In this year, 28 strikes were averted, 19 
were settled by panel mediation, 25 were 
settled by the Committee secretary, and 
27 were settled after further meetings 
between the parties at the Committee’s 
instance. In addition, five arbitration 
cases were handled by the Committee. 
The entire budget allowance for the 
Committee’s work for 1948 came to only 
$10,798. 


New York City 
Labor Relations Board 


The nine months which followed Wil- 
liam O’Dwyer’s inauguration as Mayor of 
New York City on January 1, 1946, were 
marked by a series of labor disputes. In 
January, 7,500 Western Union employees 
went on a four-week’s strike and the 
threatened city-owned transit system 
strike was averted only after consider- 
able negotiation. Shortly thereafter, the 
tug-boat operators’ strike, involving 2,800 
men, occurred and a second transit strike 
was avoided after days of conciliation.2 
On Labor Day, thousands of teamsters, 
who handled most of the city’s food and 
industrial trucking, struck. 


In commenting upon the labor-manage- 
ment problem, Mayor O’Dwyer said: 


“As I see the problem, we need a 
long range program designed to antici- 
pate and prevent industrial strife in 
our city. We cannot and we will not 
undertake to intervene in every labor 
dispute in this city, but we cannot 
evade the responsibility of preventing, 
if possible, or shortening, disturbances 
in our key industries on which the 
health and welfare of our people de- 
pend. The urgency of maintaining 
sound labor relations in this city for 
the protection and safety of the public, 
the encouragement of business enter- 
prises and the welfare of working men 
and women are such that I have decided 
to enlarge my council of advisers and 
establish as a formal and official part 


2The O’Dwyer Plan for Industrial Peace. 
Pamphlet published by a group of New 
York citizens, pp. 5-6. 
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of our City Government, a Division of 

Labor Relations.” 

Thereafter, on September 22, 1946, the 
Division of Labor Relations was created 
by Mayor O’Dwyer to function within 
his office. It was staffed by a Director, 
a Deputy Director, Counsel, Mediator, and 
Secretary, all appointed by the Mayor. 
On September 30, 1946, the Board of 
Estimates of New York City made funds 
available for the operation of the Divi- 
sion. 


Like the Toledo Plan, the Labor Rela- 
tions Office of New York City depends 
upon voluntary action on the part of the 
parties concerned in the disputes. It does 
not try to supplant existing bodies such 
as the United States Conciliation Service 
or the New York State Labor Relations 
Board nor do the parties to a dispute 
lose any privileges or rights previously 
enjoyed because of the intervention of 
this office, As a matter of fact, the Divi- 
sion uses a rather flexible procedure in 
dealing with disputes. In some cases a 
member of the Division cooperates with 
a federal conciliator or state mediator 
and in others, a tri-partite committee, 
appointed by the Mayor, handles the case. 
When a settlement has been reached, the 
committee is dissolved. 

It is thought that the best results are 
obtained by selecting a special tri-partite 
committee of prominent citizens rather 
than a large panel for each dispute. 
Moreover, top-notch men can be enlisted 
for short periods of service who cannot 
find time to serve continuously. In each 
case, the members of the tri-partite panel 
are chosen specifically because of their 
particular fitness to serve. 

The Division is limited to disputes 
which, because of the nature of the serv- 
ice or industry concerned, have a vital 
relation to the public safety, health, or 
welfare. A useful innovation introduced 
by the Division was the compilation of 
a list of all local industries vital to the 
public welfare, safety, and health, and 
of each concern and union under contract 
within each such industry with the expi- 
ration dates of all existing contracts. 
Thirty days prior to the expiration of a 


contract the Division contacts the union 
and employers and urges them to start 
negotiations in order that there need be 
no work stoppage. It is felt that the fact 
that the parties have been informed of 
the Division’s interest serves to encour- 
age collective bargaining. 


WORKER SECURITY 


One of the principal goals of both 
labor and management is security for 
themselves individually and collectively. 
Some of the aspects of the means used 
to achieve this goal under collective bar- 
gaining will be discussed in this section 
of the paper.® 


For the worker, security means pro- 
tection against three principal hazards. 
They are (1) unemployment, (2) sick- 
ness and accident, and (3) old age. 


Job Security 


A worker’s job security may be weak- 
ened by technological changes and by 
instability of work. The immediate effect 
of technological changes on employment 
cannot always be foretold. In the past, 
workers have associated loss of jobs, re- 
duced earnings, and dilution of skills 
with technological improvements.4 
In recent years, worker opposition to 
technological changes has shifted to ac- 
ceptance, provided the union has a voice 
in bargaining over work standards, 
wages, and other conditions of employ- 
ment resulting from the changes. Thus, 
a primary problem for industry and or- 
ganized labor has been the development 
of methods which will harmonize, as far 
as possible, the growth of industrial tech- 
nology with job security. 

Some companies, in an effort to pre- 
vent discharges which may result from 
technological changes, have voluntarily 
spread the introduction of labor saving 


8Collective bargaining is a device used 
by labor and management to minimize the 
problem of securing agreements between 
the two parties on a wide basis. So com- 
mon is it today that no discussion of the 
process itself is deemed necessary. 


‘For a discussion of contract provisions 
dealing with technological changes see 
United States Department of Labor, Bureau 
of Sabor Statistics, Collective Bargaining 
Provisions, Bulletin No. 968-10, 1948. 
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devices over a period of years. Some have 
re-trained and/or shifted the workers af- 
fected to other jobs. Other employers 
have paid substantial dismissal wages to 
displaced employees. 


Union Contract Provisions 
Covering Technological Change 


Collectively bargained measures with 
respect to technological changes have two 
purposes: (1) to mitigate the hardship 
of the displaced employees and (2) to 
protect the employment opportunities, 
conditions of work, and earnings of those 
retained on the jeb. 


In some contracts the employer’s right 
to install technological changes is recog- 
nized implicitly or it is provided that the 
use of labor-saving devices shall not be 
restricted. Some agreements contain 
union pledges to assist in utilizing im- 
proved machinery and methods to secure 
increased output to make it possible to 
reduce the unit costs and maintain 
and/or increase employees’ earnings. A 
number of agreements forbid, restrict, or 
regulate the use of specified tools and 
equipment or the introduction of new ma- 
chinery, processes, and equipment. Some 
agreements provide that technological 
changes must be discussed with the union 
in advance or that the union shall be in- 
formed of the changes in advance. 


Other protective measures for minimiz- 
ing labor force reductions arising from 
technological changes include contract 
prohibitions against dismissal and the re- 
quirement that workers be transferred 
from the job or machine which has been 
eliminated to a new job. Some contracts 
provide that where new methods of oper- 
ation requiring new or greater skills are 
introduced, the displaced employee shall 
be trained or re-trained at company ex- 
pense. Some agreements also provide for 
the payment by the employer of dismissal 
(severance) compensation.5 Since World 
War II, particularly, organized labor has 
sought severance pay as a cushion against 
permanent displacement caused by shut- 


SSeverance compensation is a lump sum 
generally based on the employee’s length 
of service and rate of pay. 


downs, technological improvements, or 
plant mergers. 


The Guarantee of Wages and Work 


In discussing the need for providing 
steady employment Philip Murray has 
stated: 


“When any man willing to work is 
denied this right, he is no longer 
treated as the moral equal of his fel- 
lows. The individual feels like a social 
outcast; the unemployed feel they are 
not wanted. Only the work and respon- 
sibility that go with a useful job can 
make people feel that they are a part 
of their —— and not outcasts 
beyond its pale . 


The CIO has siiaanial the view that: 


“The first responsibility for working 
out methods of providing steady jobs 
rests with management. Labor stands 
ready to offer suggestions and to help 
overcome difficulties.”’7 

Richard R. Deupree, President of Procter 
and Gamble, expressed his view of man- 
agement’s responsibility for employment 
stabilization in the following words: 


“Steady employment, if it can be at- 
tained, is economical. Steady operation 
is socially important. The means to 
steady employment is this: those of 
us in business must (it is a must) pro- 
duce to a consumption line rather than 
a buying line. It seems to me that we 
in management have to look to steady 
employment as a means of taking care 
of a lot of grief and trouble in this 
country. A man with a job is potenti- 
ally a good citizen.”8 


Elmo Roper, Research Director of the 
Fortune Survey of Public Opinion, re- 
ported the results of sampling the 
opinions of organized and unorganized 
workers from 1983 to 1944 as follows: 


“The American workman wants, first 
of all, security. In using the word, 
however, I do not mean government 
sponsored security. The right to work 
continuously at reasonably good wages 
would come closest to a definition of 
the security envisaged. Three times as 


*‘*A Guaranteed Annual Wage for 
Labor?”New York Times, April 8, 1945. 


7CIO, Department of Research and Edu- 
cation. Guaranteed Wages the Year Round. 
1945, Foreword. 


SRichard R. Deupree. ‘“Management’s Re- 
sponsibility Toward Stabilized Employ- 
ment.” American Management Association, 
— Management Series No. 135, 1945, 
p. 3. 
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many workmen believe that guaranteed 
annual wages are ‘important.’ ‘Steady 
Employment’ is a paramount consider- 
ation to ten times as many workers as 
is high pay, and to twenty-five times 
as many as is ‘short hours.’ 9 
The effort to regularize employment 
and income dates back to 1894 when the 
National Wall Paper Company first guar- 
anteed eleven months employment each 
year to the machine printers and color 
mixers. Thereafter, a guaranteed em- 
ployment plan was introduced by the 
Dennison Manufacturing Company in 
1908. The Columbia Conserve Company 
of Indianapolis in 1917 put its entire 
force on a salary basis. 


In 1940, only fourteen (0.2 per cent) 
of the 7,000 union agreements on file with 
the United States Bureau of Labor Sta- 
tistics contained annual wage or guaran- 
teed employment provisions. Not more 
than 5,000 workers were covered by these 
agreements. A similar survey conducted 
by the same bureau in 1945 revealed that 
181 (2.0 per cent) of the 6,500 union 
agreements analyzed for manufacturing 
industries contained annual wage or 
guaranteed employment provisions. 
These 131 agreements covered 12,500 
workers out of a total of 6,000,000 
covered by the 6,500 contracts. Of the 
2,000,000 workers surveyed in non-manu- 
facturing unionized industries, 30,000 
were covered by annual wage or guaran- 
teed employment plans. By January 
1946 there were approximately 196 guar- 
anteed wage plans in effect covering ap- 
proximately 61,000 workers of which 66 
were in non-union companies and 130 in 
unionized companies. Seventy-five of the 
plans were in manufacturing industries 
and 12 were in non-manufacturing com- 
panies. 


Since 347 plans are known to have been 
in existence historically, and, since only 
196 (56 per cent) were still in existence 
in 1946, 151 (44 per cent) apparently 
were allowed to lapse. Of this number, 


®Elmo Roper, “What American Labor 
Wants,” American Mercury, February, 
1944, p. 181 

2. S. Department of Labor. Monthly 
Labor Review, April, 1945, p. 711. 


96 were discontinued because of the re- 
moval of the Wisconsin unemployment 
tax exemption.!! Other reasons for the 
discontinuance of the plans were the rise 
of a national system of unemployment 
insurance, the long range decline in the 
market for certain products, and tariff 
conditions in a particular industry.12 


The variety of income and employment 
guarantee plans may be divided into four 
principal groups. First, there is the em- 
ployment guarantee plan which provides 
a certain number of weeks or hours of 
work per year, but does not stipulate 
total earnings. The Procter and Gamble 
plan is of this type. 


Second are the annual wage plans 
which provide a stable minimum weekly 
pay check although the hours worked per 
week may vary. Examples of this type 
are the Hormel and the Nunn-Bush plans. 


Third, there are a number of wage- 
advance plans which provide for an ad- 
vance by the company of a cash loan 
equal to the difference between actual 
earnings and a given percentage (usually 
60 per cent) of the normal full-time rate. 
When earnings fall below this point the 
worker may request an advance which 
is later repaid out of his earnings.13 It 
is assumed that over a period of time 
the worker will be able to repay this 
advance. Examples of this type are the 
General Motors and Armstrong Cork 
plans. 


Fourth are the short-term or limited 
income security plans which guarantee 
employment or income for shorter periods 


uThe Wisconsin Unemployment Insur- 
ance Act had provided total exemption 
from tax requirements for employers who 
provided wage guarantees. When the tax 
exemption was eliminated in order to 
bring the Wisconsin law into agreement 
with the requirements of the Federal So- 
cial Security Act in 1935, the plans were 
discontinued. 

12O0ffice of Wage Mobilization and Recon- 
version, Office of Temporary Controls, 
Guaranteed Wages, Report to the Presi- 
Tae by a Advisory Board, January 31, 

p. 


83This plan may be illustrated by an 
example. If a worker’s normal weekly 
earnings are $50 and his earnings fall to 
$24, he would be eligible to receive a loan 
of $6, the difference between $30 (60 per 
eent of his regular rate of $50) and actual 
earnings of $24 in a given week. 
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than a year or for less than 40 hours a 
week. Illustrations are the William Wrig- 
ley, Jr. Company and Swift & Company 
plans. 


Advantages 


A number of benefits are claimed to re- 
sult from annual wage and guaranteed 
employment plans. (1) A guarantee plan 
has a favorable psychological effect on 
the workers. When the worker is dis- 
turbed about security his work suffers. 
Richard R. Deupree believes that: 

“When men have the assurance of 

steady employment they work with a 

different spirit than those who keep 

one eye on their work and one on the 


order spindle to see whether they’ll be 
working next week or not.’’14 


(2) An increase in the purchase of 
consumer goods usually results. Employ- 
ers report that, where the wage has 
changed from a fluctuating to a stable 
basis, the workers have been able to save, 
to buy homes, and household appliances. 
This view is supported by officials of sav- 
ings banks in areas where wage plans 
have been established. For example, a 
study of Austin, Minnesota, home of the 
Hormel Company, showed a greater de- 
gree of home ownership and purchase of 
durable consumer goods than in certain 
other cities of comparable size.15 


(3) There is a reduction in labor turn- 
over. This is a two-fold advantage, giv- 
ing security to the worker and reducing 
costs to management. The employer has 
an investment in each worker amounting 
to the cost of training. To the extent, 
therefore, that regularization of employ- 
ment reduces turnover, it also reduces 
training costs. 


(4) It is argued that, to the extent that 
the worker’s income is spread more even- 
ly throughout the year, the purchase of 
consumer goods is more evenly distrib- 


4From an address by Richard R. Deu- 
pree, delivered before the 48rd Annual 
Business Congress of the National Asso- 
ciation of Manufacturers at New York, 
New York, December 7-9, 1938. 


UFor details of this study see Jack 
Chernick, Economic Effects of Steady Em- 
ployment—A Case Study of the Annual 
Wage System of Geo. A. Hormel & Co. 
of Minnesota Press, 1942, 
pp. 


uted. The more regular the consumption 
of consumer goods the more regular will 
be the monthly orders which the pro- 
ducers of these consumer goods place 
with the producers of raw and semi- 
finished products. Thus, to some extent, 
an improvement in the steadiness of em- 
ployment will be reflected throughout in- 
dustry. It appears that the greatest 
contribution of guaranteed wage plans 
is to help stabilize seasonal variations in 
production. 


(5) A number of miscellaneous argu- 
ments including the following have been 
cited commonly. Some employers believe 
that improved security of income has 
been accompanied by less opposition on 
the part of workers to technological 
changes. It is also claimed that the guar- 
antee of employment or of a certain wage 
payment stimulates the search for ways 
of stabilizing employment since the 
annual wage plan cannot be continued un- 
less management finds the means to per- 
mit regularization. New products must 
be devised, consumption must be stimu- 
lated, and waste must be reduced. Ad- 
vocates of the annual wage also argue 
that if buying power is kept up, then 
production will stay at a high level and 
per unit costs of production will decline. 
Some economists point out that moderate 
guaranteed wage reserves built up by 
employers in prosperity and spent during 
a depression can help to iron out some- 
what the excess of boom and slump in 
the business cycle. 


Disadvantages 

Several disadvantages of annual wage 
and guaranteed employment plans have 
been voiced. (1) It is pointed out that 
the plans have been confined largely to 
non-durable consumer good and service 
industries such as soap, meat, shoes, and 
canning. In the durable goods industries, 
such as steel and industrial equipment, 
where sales and production are subject 
both to wide seasonal and cyclical 
changes, employment regularization is 
much more difficult. 


(2) Some labor critics feel that em- 
ployment guarantees and annual wage 


cite 
| 
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plans may become “speed up” schemes. 
If a bonus plan is included the workers 
will strive to earn a bonus. Thus, when 
a new contract comes up for negotiation, 
management may insist on a reduction 
of the working staff or the bonus. 


(3) It is held that the plans frequently 
cover only a portion of the total working 
force such as skilled workers and those 
with a prescribed term of service. 


(4) Some economists believe that if 
businesses are saddled with extensive 
guaranteed wage commitments, prospec- 
tive private investment may be discour- 
aged, and moreover, that an industry- 
wide guarantee would tend to reduce 
over-all employment because the liability 
of a worker on the payroll would cause 
employers to avoid making replacements 
or new hirings. 


Observations 


Present knowledge, gleaned from ex- 
perience in and study of annual wage and 
guaranteed employment plans, makes 
possible several conclusions and sugges- 
tions. 


First, these plans can be operated sat- 
isfactorily only if stable employment is 
achieved. It has been demonstrated that 
seasonal variations can be reduced by 
annual wage or guaranteed employment 
plans. 


Second, care must be exercised to ac- 
quaint the employees with the workings 
of the plan. They should understand 
clearly their rights and obligations under 
it. Where there is a union, it is the re- 
sponsibility of the union officials to co- 
operate in making the plan run smoothly. 


Third, management must be continu- 
ally alert to changing conditions to regu- 
larize employment. The size of the prob- 
lem js illustrated by the following tasks 
which have been found necessary in order 
to effect regularization. Chief among the 
factors to be watched are inventory con- 
trol, stimulation of off-season business, 
improvement of old products, introduc- 
tion of new lines, reduction of waste, and 
the training of workers for greater ver- 
satility. 


Fourth, two elements have been present 
in successful plans. They are cordial 
employer-employee relations prior to the 
introduction of the plan and willingness 
on the part of both parties to make 
needed changes in the plan.16 


Fifth, careful study to determine what 
plan will be most satisfactory should be 
undertaken by management before adopt- 
ing any program. It is better to guaran- 
tee a relatively small wage and fulfill 
the promise than to guarantee a large 
sum and default. No one plan has been 
or is likely to be developed that can be 
used successfully throughout all Ameri- 
can business. 


Sixth, most business managers have 
not given sufficient attention to the prob- 
lem of guaranteeing work and wages. 
Evidence indicates that a wide variety 
of industries can develop workable plans 
without jeopardizing their financial posi- 
tion. 


Health and Welfare Funds 


The admittedly inadequate federal so- 
cial security benefits have led labor to 
conclude that welfare benefits, pensions, 
and social insurance must supplement so- 
cial security. Health, life, and disability 
insurance, as well as adequate pensions 
are being sought by the United Steel- 
workers. Similar demands are being made 
in the automobile, coal, packinghouse, and 
electrical industries. 


President William Green in his address 
to the 1946 Convention of the American 
Federation of Labor stated that the es- 
tablishment of health and welfare plans 
was to become a prime objective of all 
unions affiliated with the A. F. of L.17 
At its annual convention in the same year 
The Congress of Industrial Organizations 
adopted a resolution calling for the de- 


w’Henry L. Nunn, President of Nunn- 
Bush Shoe Company, believes that em- 
ployers hesitate to try the annual wage 
plan because “It scares them to think of 
giving up the power to make arbitrary 
decisions; and if you won’t give that up 
then you won’t get any cooperation from 
labor.” “Fifty Two Paychecks a Y 
Fortune, November, 1938, p. 69. 

Report of Proceedings of the Sixty- 
fifth Convention of the American Federa- 
tion of Labor, October 7-17, 1946, p. 12. 


ear.” 
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velopment of health and welfare plans 
to round out protection for the workers 
living standards.18 At present the CIO 
is seeking, on one hand, an improved and 
enlarged social security program through 
legislation. On the other hand, it aims 
to secure, through collective bargaining 
“employer-financed plans which provide 
protection against the economic hazards 
of old age, premature death, sickness, 
and unemployment.”!9 Walter P. Reu- 
ther, President of the United Automobile 
Workers, stated this attitude concisely in 
January 1949 when he said, “We are tak- 
ing pension and social security plans out 
of the fringe demands and putting them 
at the top of the agenda.” 


Health and welfare programs under 
collective bargaining have been in effect 
in a few cases since the late 1920’s.20 
Progress was slow during the 1930’s and 
few union agreements provided for health 
and welfare benefits at the outbreak of 
World War II. Several factors help to 
explain the more rapid growth of health 
and welfare plans during the last seven 
years. Although wartime wage stabili- 
zation regulations restricted the grant- 
ing of wage increases, they permitted the 
adoption of employee insurance and pen- 
sion benefits. In a number of cases in 
1945 the National War Labor Board held 
that employers should not discontinue or 
modify their group insurance plans dur- 
ing the life of their union contracts. The 
National War Labor Board also approved 
the establishment of group insurance 
plans voluntarily agreed upon by the 
union and employer if the cost of the 


BDaily Proceedings of the Eighth Con- 
stitutional Convention of the Congress of 
Industrial Organizations. Resolution No. 
34. November 20, 1946, p. 5. 

Economic Outlook, December, 1948. The 
CIO labels its program a “Two-Way Drive 
for Social Security.” CIO unions, in bar- 
gaining for social security strive (1) to 
get the employer to contribute a definite 
amount, (2) to have the money put into 
a trust fund so it cannot be used for any 
purpose other than social security, and 
(3) to secure an equal voice in developing 
and operating the program. 

©The first agreement involved emplovees 
of the Newburgh, N. Y. Public Service Cor- 
poration and was negotiated with the 
Amalgamated Association of Street and 
Employees (AFL) May, 


plan did not exceed 5 per cent of the pay- 
roll. Favorable tax regulations also have 
contributed substantially to the growth of 
collectively bargained health and welfare 
plans. A further factor has been the 
growing feeling that the benefits pro- 
vided by the Social Security Act of 1935, 
as amended, are inadequate. 


In 1945, some 600,000 workers were 
covered by negotiated health-benefit plans 
while approximately 1,250,000 workers 
were covered in 1947.21 By the middle 
of 1948, 1,350,000 workers were covered 
by collectively bargained health plans. A 
recent study indicates that nearly 100 
national and international unions are 
parties to collectively bargained health, 
welfare, and retirement benefit plans. 
While some plans are industry or area- 
wide, as in the case of the International 
Ladies Garment Workers and the Amal- 
gamated Clothing Workers, most of the 
plans are confined to union locals.22 A 
large proportion of workers in the coal 
mining, men’s and women’s clothing, 
hosiery, fur, leather, electrical machinery, 
street, and electric railway industries 
are covered by some kind of health and 
welfare plans. 


Types of Plans 


Collectively bargained health benefit 
plans are of two chief types. The pre- 
dominant one is a group insurance pro- 
gram operated through insurance com- 
panies, This type provides cash payments 
to the workers to compensate them in 
part for the loss of wages caused by sick- 
ness, for surgical costs, and for hospital 
expenses. The second type provides hos- 
pitalization and care by a physician in 
the home and clinic. 

From the administrative viewpoint 
health benefit plans are of four types: 


(1) those managed solely by the union; 


(2) plans administered jointly by the em- 
ployer and union; (3) programs adminis- 


20. S. Department of Labor, “Union 
Health and Welfare Plans.” Monthly 
Labor Review. February 1947, p. 191. 

2U. S. Department of Labor, Bureau of 
Labor Statistics, Bulletin No. 946, Em- 
ployee Benefit Plans Under Collective Bar- 
gaining. 1948, p. 3. 
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tered by a private insurance company to 
which the employer pays the premium; 
and (4) plans administered by union and 
employer representatives and a neutral 
member.?3 

Most of the plans are financed entirely 
by the employer, either through contribu- 
tions to a fund of a specified percentage 
of his payroll ranging from 2 to 5 per 
cent, or by the purchase of insurance 
policies. Employer payments into the bi- 
tuminous and anthracite funds, for ex- 
ample, are 20 cents for each ton of coal 
produced.24 The Kaiser-Frazer-UAW 
agreement provides for payment by the 
employer of 5 cents for each hour worked 
by each employee. In the case of the in- 
surance plans, costs vary with the cover- 
age sought. 


Present Trends 


The present trend is toward liberaliz- 
ing existing benefits and increasing the 
types provided. Weekly disability bene- 
fits are usually based on the worker’s 
average weekly earnings, being as high 
as 60 per cent in some cases. They are 
paid, usually, from thirteen to a maxi- 
mum of twenty-six weeks. Hospital bene- 
fits are from $4 to $5 per day and surgi- 
cal allowances are as high as $225 in a 
few plans. The life insurance policies 
range from $500 to $1,000 per person. 

In June 1948 the National Labor Re- 
lations Board held that the Labor Man- 
agement Relations Act of 1947 (Taft- 
Hartley Act) required an employer to 
bargain with representatives of his 
workers on any group health and acci- 
dent program covering them. The United 
Steelworkers of America complained that 
W. W. Cross and Company had refused 
to bargain on the union’s request for an 
insurance plan but later unilaterally es- 
tablished the terms and conditions of 
such a plan.25 The W. W. Cross and Com- 


230. S. Department of Labor, Bureau of 
Labor Statistics, ‘Union Health and Wel- 
fare Plans.” Monthly Labor Review. Feb- 
ruary, 1947, p. 192. 

*Probably the most publicized plan in 
existence is that of the United Mine 
Workers. 

The Board’s decision was based on the 
contention that group insurance and pen- 


pany was ordered to: 


“Refrain from taking any action with 
respect to its group health and accident 
insurance program which affects any 
of the employees in the unit repre- 
sented by the union, without prior con- 
sultation with the union upon re- 
quest.””26 
In May 1949 the United States Circuit 

Court of Appeals in Boston upheld the 
decision of the National Labor Relations 
Board in the W. W. Cross Case. The 
court held that “wages” as used in Sec- 
tion 9(a) of the Taft-Hartley Act: 
“embraces within its meaning direct 
and immediate economic benefits flow- 
ing from the employment relations. ... 
So construed, the word covers a group 
insurance program.”27 
The future of collectively bargained 
health insurance programs will be influ- 
enced by the bargaining strength of 
unions, the attitude of union members 
toward health insurance, the financial 
condition of employers, the trend in the 
cost of group health insurance, and the 
extent to which public health insurance 
is developed.?8 


Pension Plans 


Of the 373 contracts negotiated .since 
the passage of the Taft-Hartley Act, 
eighteen (4.8 per cent) contained pension 
plans.29 About 11 per cent (330,000) of 
the three million workers covered by 
some form of collectively bargained em- 
ployee-benefit plan in 1948 were covered 
only by retirement or pension provisions. 
Approximately 44 per cent (1,320,000) of 
the three million workers were covered 
by pensions as well as by one or more 


sions come within the meaning of “condi- 
tions of employment” in the phrase “rates 
of pay, wages, hours of employment, or 
other conditions of employment. . in 
Section 9(a) of the Taft-Hartley Act. 

*National Labor Relations Board, Case 
No. 1-C-2676. 

2724 R.R.R.N.P. 2068 and 2071. 

For a discussion of these factors see 
H. Baker and D. Dahl. Group Health In- 
surance and Sickness Benefit Plans in 
Collective Bargaining. Industrial Relations 
Section, Princeton bee Research 
Report, No. 72, 1945, pp. 84-89. 

‘Benefit Programs in Union Agree- 
ments.” The Conference Board Personnel 
Record. December, 1948, p. 


12 SOME ASPECTS OF INDUSTRIAL RELATIONS 


health and welfare benefits.30 


Available information indicates that 
unions will place increasing emphasis on 
pensions. The United Automobile 
Workers and the United Steelworkers 
have outlined their pension demands. 


It has been argued by unions that pen- 
sion payments are part of “wages” and 
conditions of employment as defined in 
the National Labor Relations Act of 1935 
and the Labor Management Relations Act 
of 1947 and, therefore, lie within the area 
of mandatory collective bargaining. Man- 
agement has held that the establishment 
of pension plans is a prerogative of man- 
agement which is not a subject of col- 
lective bargaining. Management argues 
also that pension benefits are not wages 
earned but that they are gratuities.3! 


On April 12, 1948 the National Labor 
Relations Board issued its decision in the 
case of the Inland Steel Company and 
United Steelworkers of America.32 A 
pension plan had been established by the 
company several years before. The com- 
pany rejected the union’s request that it 
bargain with it concerning the applica- 
tion of the pension plan, The Board held 
that: 


“Where the employees in an appro- 
priate unit have designated an exclu- 
sive bargaining representative, the em- 
ployer of such employees is under 
statutory duty to bargain collectively 
with the accredited representative con- 
cerning the terms of a pension and 
retirement program.” 


On September 23, 1948, the Board’s de- 
cision was upheld unanimously by the 


#U. S. Department of Labor, Bureau of 
Labor Statistics. ‘Benefit Plans Under Col- 
lective Bargaining.” Monthly Labor Re- 
view, September, 1948, p. 231. 

%1In a recent article John L. Lewis stated 
the purpose of the pension plan as follows: 
“There’s a definite principle involved of 
making the commodity, used generally by 
the public or special interests, bear com- 
pletely its own cost of production, rather 
than have the production of that commod- 
ity subsidized to some degree either by 
the Government or by tax-collection proc- 
esses of Government. We hold that the 
care of the human element in an industry 
should inherently run with the cost of 
production. A man is just as essential as 
any other item in the cost of production.” 
U. S. News and World Report. November 
19, 1948, p. 34 

%National Labor Relations Board, Case 
No. 13-C-2836. 


United States Seventh Circuit Court of 
Appeals. On April 25, 1949, the United 
States Supreme Court refused to review 
the decision of the United States Circuit 
Court of Appeals. 


MANAGEMENT SECURITY 


Within the last decade many of the 
traditional “prerogatives” or rights of 
management to operate the enterprise 
have come to be subjects for collective 
bargaining. These include the absolute 
right of management to select, promote, 
demote, transfer, lay-off, discharge; to 
determine work standards and methods; 
and, to determine rates of pay. Inclusion 
of these rights within the area of col- 
lective bargaining has resulted frequently 
in their restriction from the management 
viewpoint. For example, provision for a 
grievance procedure, restriction of the 
company’s right to move the plant from 
its existing location, union approval be- 
fore work may be contracted out, and 
the prohibition of home work, constitute 
curbs on management’s former authority. 


It is believed by some employers that 
a clear statement of the powers reserved 
to management should be included in the 
labor agreement in order to reduce the 
area of possible disagreement. Other 
employers oppose the specific listing of 
management rights on the grounds that 
such enumeration may be construed as 
limiting management to the enumerated 
rights. 


Labor members of the President’s Na- 
tional Labor-Management Conference of 
1945 opposed the listing of management’s 
functions on the ground that it would 
tend to effect a rigidity in matters subject 
to collective bargaining. It was further 
pointed out by the labor representatives 
that with development of mutual under- 
standing the responsibility of one party 
may well become the joint responsibility 
of both parties. 


Contract Provisions 


Management prerogative clauses which 
enumerate the specific rights reserved to 
management are of two types: (1) those 
which relate to decisions dealing with 
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tangible phases of the business such as 
the determination of plant location, deter- 
mination of types of products to be used, 
technological processes, and price pol- 
icies; and, (2) those in the field of 
worker-employer relations such as hiring, 
promotion, maintenance of discipline, and 
direction of work force. 


The principal limitations on mana- 
gerial functions contained in labor may 
be summarized as follows. First, in some 
industries the union feels that lower 
wages in a non-union area may tempt 
some employers to move their plants. 
Therefore, some contracts prohibit re- 
moval to another location or require prior 
consent of the union. Other contracts 
permit the moving of the plant but con- 
tain certain safeguards such as the re- 
quirement that present employees must 
be offered jobs at the new location.3% 


Second, because of inadequate facilities 
for certain types of work or lack of 
equipment during peak seasons, a firm 
may wish to contract out some of its 
work to other companies. Management 
feels that contracting work out is an 
exercise of its function to determine the 
methods and means of production. The 
workers feel that contracting out of work 
not only reduces their chances of obtain- 
ing steady employment but also under- 
mines the working standards which they 
have established. Thus, a number of 
agreements have been negotiated to regu- 
late the conditions under which contract- 
ing out is permitted. In a few instances 
the practice is prohibited. The contracting 
out of work has been especially prevalent 
in the clothing industry. In many cases 
the jobber has the fabrication performed 
by contractors. To prevent cut-throat 
competition among contractors and to 
prevent jobbers from sending work to 
sub-standard contractors, some agree- 
ments require the jobber to specify his 
contractors and to distribute his orders 


only to them. 


Ror a detailed discussion of these re- 
strictions see U. Department of Labor, 
Bureau of Labor Statistics, Collective Bar- 
gaining Provisions—Union and Manage- 
ment Functions, Rights, and Responsibili- 
ties. Bulletin No. 902-12, 1949. 


Third, in some labor agreements mana- 
gerial authority is limited by providing 
that all or part of management’s rights 
are subject to the grievance procedure 
or by the provision that the union has 
the right to negotiate on the matter if 
it so desires. Such provisions are usually 
used with respect to hiring, discipline, 
discharge, and job standards. 


Fourth, restrictions on the right to 
transfer employees and on the right to 
change wage rates because of changes in 
work methods or equipment are found in 
some agreements. These vary from rigid 
restrictive clauses to those requiring that 
all changes be subject to negotiation be- 
fore becoming effective. 


Fifth, agreements usually reserve to 
management the right to establish and 
change plant rules provided they are 
not in disagreement with other terms of 
the agreement and are not applied in a 
discriminatory fashion. Some agreements 
provide that union approval of plant rules 
must be obtained before they can become 
effective. Some contracts require that 
changes in plant rules must be approved 
by the union while other agreements 
simply require that changes be discussed 
with the union before they are put into 
effect. 


Management’s Views on 
Sharing Functions 


Several reasons are advanced by man- 
agement in support of its opposition to 
sharing certain of its functions with 
unions. It is argued by employers that 
unions are asking for increased partici- 
pation in managerial authority without 
being willing to carry a corresponding 
responsibility. Management feels that 
authority and responsibility are concomi- 
tants. Unions have entered business and 
should assume the responsibility which 
participation implies. It is contended by 
employers that if their right to manage 
the enterprise is restricted, then their 
responsibility for successful operation 
must also be limited. Management, in 
support of its claim that unions are not 
responsible, points to effort of unions to 
prevent disciplinary action in cases where 
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safety rules have been violated; to the 
use of strikes and slow-downs in case of 
disputes rather than the use of the griev- 
ance procedure; to the political nature of 
unions; and, to rivalries between union 
leaders which cause them to make de- 
mands upon employers without regard to 
the long-run economic effects of these 
demands. 


A second objection raised by manage- 
ment is that union participation in mak- 
ing decisions reduces the employer’s free- 
dom to act rapidly. Quickness of decision 
is needed to secure a competitive advan- 
tage and to solve production difficulties.34 


A third argument against sharing its 
function advanced by management is that 
those in whom the direction of an enter- 
prise is entrusted have a legal responsi- 
bility to serve faithfully the interests of 
the stockholders. Because of this respon- 
sibility management must have the widest 
possible authority. It must resist ceding 
to unions any authority if it believes such 
cession will work to the disadvantage of 
the stockholders.35 


A fourth reason for management oppo- 
sition is fear as to the final result of 
sharing authority with unions. Some busi- 
ness leaders fear that unions are pulling 


“This need for speed and flexibility in 
decision making was expressed by a man- 
ager in the following way: “We've got 
heavy responsibilities for making quick, 
accurate, and effective decisions. Some- 
times these are considerations that we 
can’t divulge or that wouldn’t be under- 
stood if we did. We’re held responsible for 
the success of them but the union isn’t. It 
takes complicated maneuvering to run a 
business and all of the parts have to be 
kept working together. You have to have 
a good deal of free play in the rope for 
that. Sometimes there’s a particular re- 
striction that gets your goat, but on the 
whole it’s the over-all sense of being 
closed in on, and the anticipation of more 
of them, that gets you.” E. Wight Bakke. 
Mutual Survival—The Goal of Unions and 
Management. Labor and Management Cen- 
ter, Yale University, 1946, p. 29. 

SThis trusteeship concept is clearly ex- 
pressed in the following statement by an 
executive of a large mid-western firm: 
“The Management, in its delegation of au- 
thority is bound to make certain to the 
best of its ability that the authority will 
be used only in accordance with the inter- 
ests of the business. This precludes it from 
delegating authority to anyone whose in- 
terests may be in conflict with those of the 
owners of the business. These are the 
principles that are involved in so many 
of the labor controversies of the moment.” 


the country toward some form of collec- 
tivism. It is felt that the more easily 
the employer yields to restrictions on his 
functions or to union participation in the 
exercise of these functions, the more 
quickly will private property and indivi- 
dual enterprise disappear. Thus, in order 
to maintain the present economic system 
business men oppose further limitations 
on their authority. 

A fifth objection is concerned with the 
effect of union participation in decisions 
dealing with production methods and 
work standards. If unions insist on too 
severe restrictions with respect to dis- 
carding old production methods, and on 
too rigid limitations in rewarding effi- 
ciency, the end result will be a reduction 
of living standards. Management points 
ovt that joint determination of work 
standards involves considerable difficul- 
ties. Because of their belief in the 
“Lump-of-Labor” theory some unions 
have limited production and insisted upon 
the wasteful use of labor. 


Labor’s Views on Sharing 
Management Functions 


The views of organized labor concern- 
ing the functions and authority of man- 
agement are somewhat different. It is 
of paramount importance to remember 
that collective bargaining is really joint 
control. Where a union exists there is 
potential or actual intervention in com- 
pany rule-making. The union is an 
“employer-regulating device.” 

First, unions have as one of their 
functions the elimination of competition 
among employees. To effect this objective 
it is necessary, say the union leaders, to 
restrict the freedom of management. If 
management is allowed to deal with em- 
ployees on an individual basis the result 
will be an attempt by management to 
undercut the regulations and uniform 
standards that have been established by 
collective bargaining. 

A second point stressed by unions is 
that it has been necessary for them to 
limit managerial authority because man- 
agement has used its authority unwisely. 
In support of this position, the unions 
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point out that while they have, on the 
whole, not resisted the introduction of 
labor saving devices, they have been com- 
pelled to fight management with respect 
to its method of introducing new ma- 
chinery. The unions hold that manage- 
ment should consult with them before 
installing new equipment, that consider- 
ation should be given by management to 
the welfare of its employees. In further 
support of this argument unions point 
to management’s insistence that the set- 
ting of wage rates is a unilateral function 
of management. Specific cases in which 
the companies have incorrectly set rates 
are offered by the unions to support their 
contention that better results can be ob- 
tained if rates are set jointly. The unions 
point out that abuses of the incentive 
system result in the restriction of out- 
put.36 

A third reason for union interest in 
managerial decisions stems from the car- 
dinal emphasis placed upon security by 
workers. There is abundant evidence of 
the worker’s stress on security. A survey 
reported by Elmo Roper showed 49.4 per 
cent of married male workers preferred 
“a job which pays a quite low income 
but which you are sure of keeping” while 
only 23.2 per cent preferred “a job which 
pays a good income but which you have 
a 50-50 chance of losing,” and 22.2 per 
cent preferred “a job which pays an ex- 
tremely high income if you make the 
grade but in which you lose everything 
if you don’t make it.”37 A cross section 
of 450 workers was asked: “Suppose you 
had a choice on your present job of get- 
ting a wage increase or getting a guaran- 
tee of steady work throughout the year; 
which would you take?”88 Seventy-three 


%A jingle posted on a shop bulletin board 
expresses this view: 

“T am working with the feeling 

That the company is stealing 

Fifty pennies from my pocket every day 

But for every single penny 

They will lose ten times as many 

By the speed that I’m producing, I dare 

say.” 


87Elmo Roper, “Security Called Basic De- 
sire of People.” New York Herald Tribune, 
New York, N. Y. January 9, 1947, p. 25. 

%8%Joseph Shister and Lloyd G. Reynolds. 
Job Horizons, A Study of Job Satisfaction 
and Labor Mobility. Harper Brothers, New 
York, N. Y., 1949, p. 31. 


per cent replied that they preferred the 
employment guarantee. 


Managerial decisions which weaken or 
threaten the security of workers evoke 
efforts on the part of the union to regu- 
late management’s authority.3® Security 
to the workers involves not only the 
question of wage rates but also questions 
involving promotion, layoff, rehiring, and 
disciplining. 

A fourth argument of the unions is 
that workers desire more than economic 
gains. They strive for self-expression, 
participation, and recognition. A voice 
in the managing of a business provides 
an opportunity for recognition and self- 
expression.49 Messrs. Golden and Rutten- 
berg, formerly of the CIO, have stressed 
the value of union participation in job 
evaluation, in setting piece rates, and in 
making time studies. Out of this partici- 
pation will come eventually cooperation 
in increasing efficiency, reducing waste, 
and cutting of production costs.41 The 
late Robert J. Watt, international repre- 
sentative of the A. F. of L. was of the 
opinion that too many managements have 
erred in resenting cooperation, or by re- 
jecting union participation on the ground 
that joint collaboration means a sharing 
of managerial prerogatives.42 While one 


#A union leader expressed the union’s 
interest in protecting security as follows: 
“The union doesn’t want to run the busi- 
ness. It doesn’t want to take over manage- 
ment. At the same time, while we don’t 
attempt to usurp management’s preroga- 
tives, we do attempt to mitigate them so 
that they cannot endanger the security and 
well being of the workers.” Neil W. Cham- 
berlain. The Union Challenge to Manage- 
ment Control. Harper and Brothers, New 

ork, N. Y., 1948, p. 90. 

‘Walter Reuther expressed this desire as 
follows: ‘“‘Workers want something more 
than the assurance of a full belly. Even 
if security is assured, they don’t want to 
be pushed around. They want participation 
as well.” 

41C, S. Golden and H. J. Ruttenberg. “Ad- 
vanced Management,” Union Participation: 
Key to Greater Productivity. April-June, 
1942, pp. 55-60. 
#1n one of his articles, Watt stated: 

. Management is already rendering its 
maximum resourcefulness; hence any real 
gain can be expected only from tapping 
the ingenuity, practical experience, indi- 
vidual sense of responsibility, and collec- 
tive self- discipline of the workers in the 
plant.” . Watt. “Labor Management 
Cooperation in Wartime and After.” The 
Pow A Opinion Quarterly. Fall, 1943, pp. 
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may disagree with Watt’s belief that 
management is rendering its maximum 
service, those who are acquainted with 
the American worker know that he has 
experience, ideas, and “know how” which 
management would do well to tap. Some 
companies are utilizing these resources 
through the use of joint production com- 
mittees. 


Trends and Observations 


Not all managers are fearful of union 
encroachment on management’s author- 
ity. Some managers point out that against 
the disadvantages stemming from union 
participation in managerial functions 
must be set certain advantages. Man- 
agement has learned that the policies 
which emanate from the top may not 
be carried out successfully down the line. 
The union frequently can warn man- 
agement of defects in proposed policies 
thereby eliminating potential trouble. 
Some managers feel it is beneficial to 
have a “no” element because junior execu- 
tives may, through ignorance or deference 
to top management, agree to inadequately 
conceived policies. Moreover, some unions 
are carrying on extensive research into 
the economics of particular industries. 
Their findings can be of value to those 
firms whose economic and technical knowl- 
edge is limited. 


A study of the management preroga- 
tive issue in small businesses (under 2,500 
employees) led an investigator to con- 
clude that: 


“By and large it appears that the 
small enterprises examined have not 
found that union activity has resulted 
in their strangulation. Management in 
some cases would prefer a much freer 
hand in operations, feels that petty 
problems which arise are not desirable, 
and notes that undesirable develop- 
ments may hamper its competive pos- 
ition. But examined against the back- 
drop of economic conditions of 1946-47, 
it was not found that serious restric- 
tions on successful operations were 
prevalent,’’43 


“John G. Turnbull. “The Small Business 
Enterprise and the Management Preroga- 
tive Issue.” Industrial and Labor Rela- 
tions Review. Cornell University, October 
1948, pp. 43-44. 


A significant point is that in the small 
owner-manager type of enterprise if the 
owner wishes to join in a sharing of 
functions with his employees there is no 
problem of obtaining owner-approval such 
as would exist in the larger, more widely- 
owned corporations. One can conclude 
that, generally, small enterprises are a 
more promising testing ground for union 
participation in management functions 
than are larger corporations. 


Studies by competent students do not 
reveal a conscious plan by unions to take 
over the job of running business. For 
example, a recent study by the Twentieth 
Century Fund concludes with respect to 
the question of management functions as 
follows: 

“The conflict does not arise because 
labor wants to take over the job of 
management; overwhelming evidence 
shows that it has no such desire. 
Workers want an efficient management 
because they want a prosperous com- 
pany. The conflict is centered on union 
demands for mutual consent clauses or 
joint committees covering such subjects 
as job evaluation, time study, working 
rules and regulations, disciplinary ac- 
tion, production standard administra- 
tion of employee benefits, changes in 
shift schedules and sharing of work.’44 
Dr. E. Wight Bakke of Yale University 

concluded that: 

“T have found no indication among 
labor leaders that they want to run the 
business or that they have a conscious 
plan to share with management the 
control of all features of the enter- 
prise.” 45 
Available evidence indicates that 

worker participation in managerial func- 
tion is workable under certain conditions. 
Although many of the labor-management 
committees established in World War II 
were disbanded at the close of the war, 
a recent survey reveals that several hun- 
dred such committees are still in opera- 
tion. A study of 287 active labor manage- 
ment committees during the last half of 
1947 showed that 203 committees (70 per 
cent) were in plants employing less than 


“The Twentieth Century Fund. Partners 
in Production. New York, 1949, p. 104. 


*E. Wight Bakke, op. cit., p. 7. 
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1,000 workers and 232 committees (80 per 
cent) were in plants employing less than 
2,000 workers.46 This study indicates 
that an appreciable number of companies 
feel that the results of joint participation 
during the war period warranted the con- 
tinuance of joint efforts.47 


An outstanding example of union par- 
ticipation in managerial functions is 
found in the collective bargaining history 
of Hart Schaffner & Marx and the Amal- 
gamated Clothing Workers of America. 
Instead of competing with the union for 
the goodwill of the workers, management 
helped the union leaders to build up a 
strong union which could preserve disci- 
pline and win respect. Two statements 
made by the company in 1914 give the 
clue to the success of the relations be- 
tween the union and company. 


(1) “After an opportunity of several 
years to study causes and effects, we 
are convinced that the prime source of 
difficulty was a lack of contact and 
understanding between our people and 
ourselves. The failure to adjust petty 
grievances and abuses became the 
cause of irritation entirely dispropor- 
tionate to their importance when taken 
singly, but which in accumulation be- 
came the main ground for complaint.” 


(2) “Industrial peace will never come 
so long as either the employer or em- 
ployee believe that they are deprived 
of rights ane belonging to them. 
Our experience has taught that the 
business man, in authority, is a trustee 
of various interests, including his own, 
and if he administers his business so 
as to conserve and harmonize these in- 
terests to the best of his ability, he is 
most likely building an enduring suc- 
cess.” 48 


Since the signing of an agreement with 
the union in 1911 the company has given 


| 
#U. S. Department of Labor, Bureau of 
Labor Statistics. “Joint Production Com- 
mittees, January, 1948.” Monthly Labor 
Review. August, 1948, pp. 123-126. 


47Among the subjects considered by these 
committees were production problems, 
piece rates, job evaluation, safety, improv- 
ing working quality, and job training. A 
significant disclosure was that of 229 com- 
mittees which were discontinued after be- 
ing in existence three years or more, only 
26 (11 per cent) were terminated because 
they have proved to be “ineffective.” 

“Meyer Kestnbaum. “A Study in Man- 
agement Prerogatives.” Harvard Business 
Review, Autumn, 1940, pp. 97-98. 


up certain of its prerogatives and has 
agreed to restrictions on others. Limita- 
tions were placed on the company with 
respect to the setting of piece rates, dis- 
placement of workers, and the power of 
discharge and discipline. In appraising 
the results in 1940, Mr. Meyer Kestn- 
baum, Vice-President, Hart Schaffner & 
Marx concluded: 

“Those now responsible for the man- 
agement of the company are of the 
opinion that the opportunities for suc- 
cessful management are not necessarily 
impaired either by this point of view 
or by the operation of the agreement. 
Having agreed at the cutset to certain 
limitations on management preroga- 
tives, the company learned to operate 
within these limitations. . . . The ad- 
vantages are not all on one side. The 
union brought order and stability into 
a chaotic industry, and not many ele- 
ments in the industry would want to 
attempt to get along without the union 
even if they could. Limitations on 
management prerogatives created defi- 
nite problems, but these problems are 
not insoluble and they are minimized 
if management is willing to treat them 
on their merits and does not regard 
them as issues in themselves.” 49 
In reviewing the arguments for and 

against worker participation in manage- 
ment functions it may be helpful to re- 
call that for centuries men have opposed 
authority imposed from above and have 
fought for free expression and partici- 
pation, 


EMPLOYEE ATTITUDES 


The gap which exists too frequently 
between the employer and the employee 
was succinctly expressed by the presi- 
dent of a local union when he remarked 
to the company president: 

— “You fellows don’t stand a chance of 

getting the loyalty or support that we 

do from the workers because you are 


too far from them . . . we know them 
and talk to them.” 


As the organization of an enterprise be- 
comes more complex the worker and 
management tend to become separated. 
In the last several years some employers 
have been trying to get closer to the 
workers by the use of various types of 
attitude surveys. 


“Meyer Kestnbaum, Supra., pp. 97-98. 
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An employee attitude survey is a de- 
vice for determining the worker’s re- 
action to supervision, to company prac- 
tices and policies, and to his working 
conditions. The central purpose of these 
surveys is to ascertain the matters which 
employees consider important. A signifi- 
cant contribution of attitude surveys is 
that they reveal that frequently manage- 
ments are wrong in their diagnosis of 
what their employees are thinking. 

Several tangible results of attitude 
surveys are: 

(1) they uncover specific sources of 


irritation or dissatisfaction on the part 
of the workers; 


(2) they furnish factual data as a 
basis for altering old policies and form- 
ing new policies; 


(3) they reveal supervisory weak- 
nesses; 


(4) they serve as a gesture of con- 
sideration to the workers that their 
views and opinions are valued by man- 
agement; and, 


(5) they serve as a yardstick for 
measuring a company’s effectiveness 
in personnel matters. 


Some discussion of the findings of sev- 
eral surveys will serve to clarify their 
value. Employers may be completely 
wrong in their view as to what is con- 
sidered most important by their workers. 
For example, executives in one company 
rated “job security” as the most impor- 
tant consideration in the mind of the 
workers. However, a survey revealed 
that this company’s workers rated “job 
security” as eighteenth. In another case 
a study was proposed to determine the 
workers’ attitude with respect to super- 
vision. It revealed that only 26 per cent 
of the workers felt that the supervisors 
gave the worker “good instruction,” 35 
per cent felt the supervisors “handled 
grievances satisfactorily,” and 17 per 
cent felt there was “no favoritism.” After 
two years of supervisory training man- 
agement repeated the survey. At this 
time 67 per cent of the workers felt they 
had received “good instruction,” 88 per 
cent felt that supervisors “handled griev- 
ances satisfactorily,” and 64 per cent felt 
there was “no favoritism.” An attitude 
survey of several thousand union and 


non-union workers in a large eastern city 
showed the effect of a lack of knowledge 
on the workers’ views. Seventy-one per 
cent stated that they had no idea how 
much their employer made or lost in the 
previous year yet 69 per cent said they 
believed their employer could afford to 
pay higher wages. 

The 1944 and 1947 Annual Survey of 
Worker Opinion conducted by Factory 
Management and Maintenance asked: 
“Do you feel that the head men of your 
company have the workers’ interest at 
heart or do you feel they are not much 
concerned?” In 1944, 35 per cent of all 
those who replied, 26 per cent of the non- 
union and 40 per cent of the union re- 
spondents, said they felt the head men 
were “not much concerned.” In the 1947 
survey 39 per cent of all those who re- 
plied were of the opinion that manage- 
ment was “not much concerned” and 6 
per cent had “no opinion.” Thirty-one 
per cent of the non-union and 42 per cent 
of the union workers felt that manage- 
ment was “not much concerned” and 6 
per cent in both cases had “no opinion.” 
In other words, the 1947 survey revealed 
that forty-five out of every hundred 
workers surveyed were not convinced of 
managements’ interest in them. Even if 
it may be conceded that the viewpoint of 
all union workers is biased, management 
still must face the fact that 37 per cent 
of the non-union workers were not con- 
vinced that management was interested 
in them. 

In 1947 the Ford Motor Company sent 
a questionnaire to 120,000 of its em- 
ployees. Approximately 22,000 replies 
were received. One question asked: “Do 
you feel you are well informed about the 
Company’s personnel policies . . . what 
the company expects of you and what it 
is trying to do for you?” Thirty-two per 
cent of those who replied said “the poli- 
cies had not been completely explained 
to me” and 38 per cent replied that “the 
policies have never been explained to 
me.” Thus, seven out of ten of those 
who replied felt they were not satisfac- 
torily informed on Company policies. 
Another question asked: “Do you have a 
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chance to talk over your work ideas with 
your immediate superior?” Twenty-one 
per cent replied “I have only an occa- 
sional chance to talk to him” and 22 per 
cent replied “I never have any chance 
to talk to him.” 


Suggestions and Methods 


Several practical suggestions are worth 
keeping in mind if it is decided to study 
employee attitudes. First, the question- 
naire should be tailor-made to fit the par- 
ticular company concerned. The ques- 
tions should relate specifically to the 
problems, policies, and practices of that 
concern. This means that the one who 
frames the questionnaire should be fam- 
iliar with the company’s policies, prac- 
tices, and problems. 


Second, the support of the union should 
be obtained if possible. Union officials 
can suggest valuable questions for the 
questionnaire. Moreover, the support of 
the union officials is a potent factor in 
winning worker interest and cooperation 
in the survey. 


Third, the purposes of the survey 
should be explained fully to the workers 


through the company’s magazine, meet- 
ings, and by the supervisors. 

Fourth, complete employee anonymity 
should be preserved. It is suggested that 
the questionnaire be answered on com- 
pany time and that the questionnaire be 
administered and analyzed by a consult- 
ing expert rather than by a management 
representative. Company officials should 
not see the completed questionnaire but 
only an analysis of the replies. 

Fifth, after management studies the 
results it should take steps to make 
needed changes. If management files 
away the results without taking any cor- 
rective steps the workers will soon feel 
that the survey has been of little benefit 
to them. 

Some employers have expressed the 
view that their companies do not need 
an attitude survey. They feel that it is 
better to let “sleeping dogs lie.’ What 
they fail to realize is that when the 
“sleeping dogs” awake, they may be in 
a vicious mood. From low employee 
morale stem such costly results as high 
absenteeism, high labor turnover, and 
low production. 


Tax Consequences of Incorporation 


by STERLING K. ATKINSON* 


One of the principal decisions to be 
made when establishing a new business 
is that concerning the legal form to be 
adopted. Similarly, at various times 
every business enterpriser considers the 
possibility of altering the form of his 
organization to obtain certain advan- 
tages. Although there are many possi- 
bilities, they all ultimately must be 
classified as either proprietary or cor- 
porate in nature. Thus, to reach any 
conclusion regarding form, it is neces- 
sary to consider the various advantages 
and disadvantages of these two broad 
types of organization in relation to the 
type of enterprise proposed. Obviously, 
each is suited to various purposes and 
it must be the aim of every entrepreneur 
to find that form best suited to his opera- 
tion and most profitable to his interests. 

The oldest and the most adjustable 
form is undoubtedly the proprietorship. 
It has been used in all types of enterprise 
and is really nothing more than a name 
given to a business organization owned 
and operated by an individual who merges 
his personality with that of his enterprise 
for legal purposes. The estates are com- 
mon and the problems engendered may 
be business, personal, or both. Its chief 
advantages are its adaptability, the fa- 
cility with which its organization may 
take place, and its freedom from govern- 
ment restriction or regulation. Its chief 
disadvantages stem from the limits im- 
posed by size, scope, personality, and 
certain legal definitions based on the 
relationship of the person and the enter- 
prise. 

The partnership is probably the first, 
historically, and still the most important 


*Sterling K. Atkinson is the Professor of 
Accounting at Temple University in the 
School of Business and Public Adminis- 
tration. He is also in public practice as 
a member of the firm Hart, Fry, Atkinson 
and Rule, Certified Public Accountants, 
Philadelphia, and is a member of the Na- 
tional Committee for Research of the 
National Association of Cost Accountants 
and of the Committee on Education of the 

Pennsylvania Institute of CPA's. 


extension of proprietary interests beyond 
the single individual in an enterprise. It 
combines the advantages and disadvan- 
tages of the proprietorship but permits 
the development of a larger organization. 
There are many legal disadvantages to 
this form, chief among which are the un- 
limited liability of the partners arising 
out of the necessity for the association 
of the business estates of each partner 
with his own life estate and the divisi- 
bility of authority. Because this form of 
organization, although like the proprie- 
torship in many respects, has given rise 
to many legal technicalities, it cannot be 
developed adequately in the space here 
available. 


Of relatively recent origin, the corpo- 
rate form, based on the creation of an 
artificial personality at law, offers cer- 
tain definite advantages for enterprises 
requiring continuity and stability of 
operation as well as a larger financial 
basis. Chief among its advantages are 
the following: 

(1) Limitation of personal liabilities 
for the company’s debts (but it should 
be noted that this may also be disad- 
vantageous when seeking credit); 


(2) Permanent life, unaffected by 
death of an owner; 

(3) Relative ease of transferability 
of all or part of the ownership; 

(4) In the case of several owners, 
avoidance of uncertainties as to di- 
vision of authority and control, since 
control is directly proportioned to the 
ownership of capital; 


(5) Relative ease of expansion 
through public financing; and, 


(6) Ability to pass the going con- 
cern on to one’s heirs in such a manner 
as to fix the control according to the 
testator’s wishes and so as to preserve 
the business entity as a going concern. 
These and perhaps other advantages 

have varying degrees of importance at 
different times. Whatever the circum- 
stances which lead to a consideration of 
the legal form of the enterprise, no de- 
cision should be made without a careful 
review of its tax consequences. While 


in, 


TAX CONSEQUENCES 


OF INCORPORATION 21 


corporate tax rates today are somewhat 
lower than during the war, they still 
absorb a substantial portion of enterprise 
net income and the penalty of a wrong 
decision may not be a token one.. The 
purpose of this article, therefore, is to 
indicate the type of tax analysis which 
should be made and to review the prin- 
cipal advantages and disadvantages of 
incorporation in certain types of situa- 
tions. No attempt is made to present an 
exhaustive check list of the tax factors 
involved. Rather it aims to explain in 
some detail several of the salient factors 
and to show their significance. 


GENERAL CORPORATE 
TAX STRUCTIRE 


While the federal income tax is the 
principal one to be considered, frequently 


state taxes are also significant. For the 
purposes of this article the taxpayer will 
be considered to be engaged in business 
in the Commonwealth of Pennsylvania. 
Moreover, since the determination of 
state taxes is dependent in part on 
whether the enterprise carries on its 
business solely within the state in ques- 
tion, or in several states, it will be as- 
sumed that all of the enterprise’s busi- 
ness is done within Pennsylvania. 


Federal Corporate Tax Structure 


Assuming that the expected net income 
of the enterprise will not include divi- 
dends from other corporations, interest 
from securities which is exempt from tax, 
or capital gains or losses, the enterprise, 
if incorporated, would be liable for the 
federal income tax (normal tax and sur- 
tax) as follows: 


More Than The Tax Is 
$ 0,000 $ 5,000 21% of the net income 
5,000 20,000 $1,050 plus 23% of the excess 
over $5,000 
20,000 25,000 $4,500 plus 25% of the excess 
over $20,000 
25,000 50,000 $5,750 plus 58% of the excess 


OVER $50,000 


over $25,000 
88% of the entire net income 


It should be noted also that the federal 
corporate tax structure in the past has 
included unjust enrichment, excess 
profits, undistributed profits, declared 
value excess profits, and capital stock 
taxes. 


Pennsylvania Corporate Tax Structure 
The principal Pennsylvania taxes on 
the ordinary manufacturing or mercan- 
tile corporation, other than the initial 
taxes at the time of incorporation, are 
the capital stock tax and the corporate 
net income tax. The capital stock tax is 
an annual tax at the rate of five mills 
per thousand dollars of “the actual value 
of the capital stock as it existed at the 
close of the period for which report is 
made.” The determination of such “actual 
value” is obviously difficult. The taxing 
statute, however, provides three guides 


to the determination of value. The capi- 
tal stock report, for example, states that 
the valuation should take into considera- 
tion: 

(1) The average which said stock 
sold for during the year, and, 

(2) The price or value indicated or 
measured by net earnings or by the 
amount of profit made and either de- 
clared in dividends expended in better- 
ments or carried into the surplus or 
sinking fund, and, 

(3) The actual value indicated or 
measured by consideration of the in- 
trinsic value of its tangible property 
and assets and of the value of its good 
will and franchises and privileges as 
indicated by the material results of 
their exercise taking also into consid- 
eration the amount of its indebtedness. 


The application of th? foregoing stand- 
ards is far from precise and entails con- 
siderable judgment and knowledge of the 


22 TAX CONSEQUENCES OF INCORPORATION 


many technical ramifications which have 
developed over a period of years. There- 
fore, for the purposes of this article, it 
A ae is assumed that the correct valuation of 
eS a the company’s capital stock is found by 
et capitalizing its net income at 10 per cent, 
and rounding this figure to the nearest 
ten thousand. Since this calculation rep- 
resents a pragmatic application of only 
one of the three guides listed, it foliows 
that when the other two are also con- 
sidered the valuation may be higher or 
lower than that used in the following 
examples. This tax falls within section 
23 (c) of the Internal Revenue Code, and 
it is therefore deductible in computing 
(taxable) net income both for the federal 
income tax and the Pennsylvania corpo- 
rate net income tax.1! 


1In computing the capital stock tax, ad- 
justments have to be made for exempt 
assets and assets which are located outside 
Pennsylvania. None of these adjustments, 
however, are considered to be present in 
the examples which are used in this report. 


The Pennsylvania corporate net in- 
come tax is an annual levy at the rate of 
4 per cent of the taxable net income as 
reported to the Federal Government.2 
This tax also falls within the above men- 
tioned section of the Internal Revenue 
Code (23c) and, consequently, is deduct- 
ible in computing taxable net income for 
both federal and state tax purposes. 
Thus, the Pennsylvania tax becomes a 
deduction in computing the net income 
on which it itself is based. 


The effect of the foregoing three fed- 
eral and state taxes in four specific situa- 
tions is illustrated in Table I. The ex- 
amples selected assume an annual net 
income of $10,000, $25,000, $50,000, and 
$100,000 before (the above three) taxes. 


2This statement assumes that the income 
does not include dividends from domestic 
corporations, income from exempt securi- 
ties, and profit or loss from the sale of 
tangible fixed assets. 


10 x 7,000 x .005 


Less: Federal income tax 


Net income after taxes 


10 x 18,000 x .005 


Net income for federal income tax 


Net income after taxes 


Net income for federal income tax .. 


Case 2: Net income before taxes, $25,000 
Net income before taxes ............ 
Less: Pennsylvania capital stock tax 


eee 


Less: Federal income tax ........... 


Ratio of taxes to net income before taxes 


TABLE I 
Federal and Pennsylvania Corporate Taxes: Four Cases 
Case 1: Net income before taxes, $10,000 
Net income before taxes ............ , 
Less: Pennsylvania capital stock tax 


350 $ 350 

371 371 
$ 9,279 
2,034 2,034 
RON $ 7,245 

27.55% 

$25,000 
900 $ 900 
$24,100 

927 927 
$23,173 
OAC 5,293 5,293 


| 
Bol oss Net income before income taxes .... 
ae Less: Penna. corporate net income ta 
ce Ratio of taxes to net income before 
Bee Net income before income taxes oo | 
CO aa Less: Penna. corporate net income tal 
| 
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Case 3: Net income before taxes, $50,000 


Less: Pennsylvania capital stock tax 

Net income before income taxes ...............04. $48,550 
Less: Penna. corporate net income tax ............ 1,867 1,867 
Net income for federal income tax ................ $46,683 
Bese: Federal income tae 17,242 
Ratio of taxes to net income before taxes ......... 41.12% 

Case 4: Net income before taxes, $100,000 

Less: Pennsylvania capital stock tax 

Net income before income taxes ...............06- $ 97,100 
Less: Penna. corporate net income tax ............ 3,734 3,734 
Net income for federal income tax ................ $ 93,366 
Lesa: Federal Meome: tak 35,479 
Ratio of taxes to net income before taxes .......... 42.11% 


iNet income capitalized at 10 per cent equals $72,450. Above calculation results in a 
valuation to the nearest $10,000 or $70,000. The same procedure is followed in the 


remaining cases. 


TAX ON UNINCORPORATED 
BUSINESS 


The foregoing Pennsylvania taxes 
would not be applicable if the business 
were unincorporated. The only tax with 
which we are concerned for comparative 
purposes is, therefore, the federal income 
tax. Since in the case of an unincorpo- 
rated enterprise its income is included 
along with the personal income of the 
owner, it is not possible to compute the 
comparable taxes on the above net in- 
comes without making assumptions as to 
the over-all tax status of the owner. It 
is obvious that the comparisons will be 
affected by the amount of his personal 
income and his deductions and also his 
status with respect to permissible exemp- 
tions. For the purposes of this report, it 
is assumed that the owner of the enter- 
prise (1) has no other income; (2) claims 


exemption only for himself and wife, (his 
wife has no independent income); (3) 
elects to take the standard deduction in 
lieu of actual deductions; and (4) files 
a joint return with his wife. 

Under the present law his federal income 
tax would be as follows: 


If the business His tax 
net income is would be 
$ 10,000 $ 1,400 
25,000 5,543 
50,000 16,682 
100,000 45,769 


Table II compares the relative tax 
loads as between the incorporated and 
the unincorporated enterprise. In each 
of the above cases except the last, it is 
cheaper, tax-wise, under the assumptions 
noted, to operate the enterprise as an un- 
incorporated business than as a corpora- 
tion. From this evidence, it seems appar- 
ent that the advantage of the unincor- 
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TABLE II 
Relative Tax Loads 
Incorporated and Unincorporated Enterprise 


Net Income Taxes on Taxes on Unincorporated 
Before Taxes Corporation Enterprise 
$ 10,000 $ 2,755 $ 1,400 
25,000 7,120 5,543 
50,000 20,559 16,682 
100,000 42,113 45,769 


porated enterprise becomes less as the 
business net income rises, eventually be- 
coming a disadvantage. It should be ob- 
served that this comparison does not give 
effect to a possible salary allowance to 
the officer or employee-stockholder of 
the corporation. Such allowance, to the 
extent deductible for tax purposes, would 
serve to reduce the corporate net income, 
and in turn, corporate taxes. However, 
not all businesses are owner-managed. 
If a closed corporation is assumed and 
the stockholder is employed by it, he 
would receive a wage or salary for his 
service which would be taxable to him 
personally. If he were simply a stock- 
holder, his only direct liability would be 
for dividends received. To be strictly 
comparable with the proprietorship, 
therefore, one would have to assume the 
former circumstance and adjust the taxes 
to include those paid by the corporation 
directly and those paid by the officer— 
or employee—owner. To avoid the intro- 
duction of too many variables at one 
point, treatment of the whole salary ques- 
tion is deferred to the end of the divi- 
dend-surplus discussion. 


CORPORATE PROFITS 
EVENTUALLY ARE TAXED TWICE 
The preceding comparison, however, 


does not tell the entire story. Since the 
corporation is a taxable entity, separate 
and distinct from its owners, and since 
its net income after taxes presumably 
will be withdrawn by the owners at some 
time, it follows that the corporate net 
income will be taxed twice, once to the 
corporation and the balance, after cor- 
porate taxes, as it is paid to the stock- 
holders. The full effect of this double 
taxation may be illustrated by assuming 
that the net income after taxes, as com- 
puted in Table I, is distributed in full to 
the sole stockholder as a dividend in the 
year when earned. The stockholder’s per- 
sonal tax status is assumed to be the 
same as before, the dividend constituting 
his sole income. Under these conditions, 
his personal income tax based on the 
dividends received (in the amount of the 
corporate net income after corporate 
taxes) is shown in Table III. 


It is to be noted that since the tax on 
the corporation is, in effect, a tax on the 
stockholder, the latter’s total tax bill 
would be the sum of the corporate taxes 
and his personal tax. Therefore, the total 
tax bill to be borne by the sole stock- 
holder in a closed corporation must be 
compared with the taxes in the case of 
the unincorporated enterprise. (See 
Table IV.) 


TABLE III 
Personal Federal Income Taxes on Dividends 


Dividends Received! Income Tax 
COE $ 7,245 $ 920 


1Corporate net income after taxes. See Column 2, Table II. 


ij 
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TABLE IV 


Comparison of Ultimate Tax Effect 
on Corporation and Unincorporated Business 


Personal Total Taxes Personal 

Corporate Tax on if Incorpo- Tax if Not 

Taxes Dividends rated Incorporated 
Case aces $ 2,755 $ 920 $ 3,675 $ 1,400 
7,120 3,325 10,445 5,543 
Case 8 2.2.20 20,559 7,170 27,729 16,682 
Case 42,113 20,874 62,987 45,769 


Under the assumed conditions, it is evi- 
dent that the corporation is severely 
penalized tax-wise. Moreover, this will 
be true regardless of the amount of the 
net profits, where the corporation is as- 
sumed to earn the same net income as 


- the unincorporated enterprise and where 


all of the corporate net income is dis- 
tributed annually as a dividend. This re- 
sults inevitably from the previously men- 
tioned fact that corporate profits in effect 
are taxed twice, once when received by 
the corporation and once when paid to 
the stockholder. 


Significance of Dividends 

In the case of the unincorporated busi- 
ness, the owner includes in his income, for 
federal income tax purposes, the entire 
net income of the business regardless of 
the amount withdrawn by him from the 
business. In the case of the corporation, 
however, while the entire net income is 
taxable to the corporation itself, the cor- 
porate net income after taxes is taxed 
to the stockholder only to the extent it 
is distributed to him. In the foregoing 
illustrations it was assumed that the en- 
tire corporate profits were paid out as 
dividends in the year earned. One may 
then question whether the apparent heavy 
tax disadvantage of the corporate form, 
under certain conditions, may be miti- 
gated by the accumulation of a corporate 
surplus through the re-investment of all 
or a part of the earnings. 

Obviously, if no dividends are declared, 
the corporate profits will be taxed only 
once, and that in the year when earned. 
While presumably the owner will even- 
tually wish to withdraw some of the 
earnings, it is quite common for owners 


of closed corporations to forego dividend 
distributions, particularly if the re-in- 
vestment of earnings serves to develop 
and improve the enterprise. The question 
is essentially whether, under such condi- 
tions, the corporate form actually may 
save taxes in any particular tax year. 
Reference to Table II indicates that, 
under the conditions there assumed as to 
the net income and the owner’s personal 
tax status, even the entire elimination of 
dividends will not entirely wipe out the 
tax disadvantage of the corporation ex- 
cept in Case 4. Of course, since the fed- 
eral corporate income tax has a ceiling 
rate of 38 per cent, being graduated only 
for net income of less than $50,000, and 
since the Pennsylvania corporate net in- 
come tax has a flat rate regardless of 
the income, it follows that the balance 
will swing in favor of the corporation 
(assuming no dividends) when the net 
income rises to a point where the indi- 
vidual’s effective federal rate of tax ex- 
ceeds the combined federal and state cor- 
porate rates. Thus, in Case 4, where the 
business net income before taxes 
amounted to $100,000, the Pennsylvania 
and federal corporate taxes came to 
$42,113 while the federal tax on the 
owner of the unincorporated enterprise 
totaled $45,769. This difference in favor 
of the corporation would tend to become 
greater as the net income goes beyond 
$100,000. 

It should be observed, too, that the per- 
sonal tax status of the owner is a con- 
trolling factor in the comparison. If he 
has considerable additional income from 
other sources, or if he does not file a joint 
return with his wife, the balance may 
swing much more rapidly in favor of the 
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corporation because of the higher indi- 
vidual surtax rates involved. Where the 
higher surtax rates are operative, a por- 
tion of the net income may even be dis- 
tributed in dividends without placing the 
corporate form at a disadvantage. What 
percentage of the earnings could be so 
distributed without throwing the advan- 
tage back to the unincorporated enter- 
prise can be determined only in the light 
of specific facts. For example, if the 
unincorporated business earned a net 
profit of $200,000, the taxpayer, under 
the conditions previously assumed, would 
be liable for an individual income tax in 
the amount of $116,759. The three cor- 
porate taxes on the same amount of in- 
come would be $84,227 and dividends of 
approximately $79,000 could be paid 
without causing the combined individual 
and corporate taxes, if incorporated, to 
exceed the individual tax, if unincorpo- 
rated. This results from the fact that 
this amount of individual income ($79,- 
000) entails approximately an individual 
tax of $32,532, the difference between 
$116,759 and $84,227. 

Therefore, it is apparent that, where 
the net income is relatively low, the cor- 
porate form is always at a tax disad- 
vantage regardless of dividend policy 
(unless the disadvantage is nullified by 
salaries paid officer-stockholders, see p. 
24); but, where the net income is high, 
the advantage swings to the corporation 
even though some of the earnings, but 
not all, are distributed. Again, it should 
be observed that, if all earnings are dis- 
tributed annually, the corporate form is 
at a disadvantage regardless of the in- 
come earned. 

Withdrawal of Profits 
Through Liquidation 

Earlier it was pointed out that even- 
tually all corporate profits are taxed 
twice. Presumably if earnings are not 
withdrawn in the year when earned, they 
will be withdrawn at some later date. 
The question, therefore, arises as to 
whether the postponement of dividends 
can have any real advantage from a tax 
viewpoint. This is particularly pertinent 
when one considers that the payment, in 


any one year, of an accumulation of divi- 
dends only serves to accentuate the prob- 
lem of double taxation because of the 
higher individual surtax rates which 
would be involved. There are circum- 
stances, however, in which the postpone- 
ment may be advantageous. One such 
circumstance would be that of a future 
decline in individual income tax rates. 
If this were foreseen, the postponement 
would have the effect of deferring income 
from high-tax years to low-tax years. 
Of course, the reverse may also occur. 

Another circumstance would be the 
liquidation by the owner of his interest 
in the corporation, or liquidation of the 
corporation itself. Whether the stock- 
holder actually cashes in his stock 
through liquidation of the corporation or 
by sale of the stock to another, the trans- 
action would normally constitute a sale 
or exchange of a capital asset under sec- 
tion 117 of the Internal Revenue Code. 
This is signifiicant since, if the liquidation 
takes place more than six months after 
the acquisition of the stock, the tax on 
the gain could not amount to more than 
25 per cent. The advantage of this may 
be illustrated as follows. 

Let it be assumed that, (1) the corpor- 
ation was started with an initial capital 
of $100,000, representing the par value 
of the stock which evidences the owner’s 
original investment; (2) the corporation’s 
capital now amounts to $200,000 as the 
result of the accumulation of a surplus 
of $100,000; (3) the stock could be sold 
for book value. If the owner decides to 
withdraw the accumulated surplus (as- 
suming the assets of the corporation are 
in such form as to permit the payment 
of such a large dividend) his income tax 
on the dividend, assuming the same con- 
ditions as in the other illustrations, would 
amount to $45,769. On the other hand, 
if he decides to retire from the business 
and either liquidate the corporation or 
sell his stock, the tax could not exceed 
$25,000.83 The saving in this case is large 

3If, on the other hand, the net corporate 
assets could be sold for more than $200,000 
resulting in a liquidation gain to the cor- 
poration, it would probably be advisable 


for the stockholder to sell his stock rather 
than liquidate the corporation. 
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not only because a long term capital 
gain is included in income at only one- 
half the actual or “recognized” gain, but 
also because the amount involved is large 
enough to invoke the alternative tax pro- 
vision, according to which the excess of 
net long term capital gains over net short 
term capital losses cannot, in the case 
of an individual, be taxed at more than 
50 per cent.4 If smaller amounts were 
involved the saving would be confined 
to that arising from the fact that only 
one-half the gain is taxable. 
Postponement of Dividends 

and Section 102 


While the postponement of dividends 
and the consequent accumulation of sur- 
plus may serve to reduce the stockholder’s 
personal income tax, either through giv- 
ing him the possible advantage of a fu- 
ture reduction in personal income tax 
rates, through the utilization of the capi- 
tal gains provisions of the code in case 
he sells his stock, or through the reduc- 
tion of his income from the corporation 
in those years when he has a substantial 
amount of other income, such postpone- 
ment is not permissible if made solely 
for the purpose of tax avoidance. Con- 
gress foresaw years ago that stock- 
holders, particularly of closed corpora- 
tions, might cause their corporation to 
withhold dividends solely for the purpose 
of saving or at least postponing the im- 
position of the individual income tax on 
the dividends. Consequently, section 102 
was added to the Internal Revenue Code. 
This section reads as follows: 

(a) IMPOSITION OF TAX — There 
shall be levied, collected, and paid for 
each taxable year (in addition to other 
taxes imposed by this chapter) upon 
the net income of every corporation... 
if such corporation, however created 
or organized, is formed or availed of 
for the purpose of preventing the im- 
position of the surtax upon its share- 
holders or the shareholders of any 
other corporation, through the medium 
of permitting earnings or profits to 
accumulate instead of being divided or 
distributed, a surtax equal to the sum 


4Internal Revenue Code, Section 117, 
(c)(2). (Throughout this article the most 
poo eg revisions of the Code have been 
used. 


of the following: 

27% per centum of the amount of 
the undistributed section 102 net in- 
come not in excess of $100,000 plus 

88% per centum of the undistributed 
section of 102 net income in excess of 
$100,000. 


(b) PRIMA FACIE EVIDENCE — 
The fact that any corporation is a mere 
holding or investment company shall 
be prima facie evidence of a purpose 
to avoid surtax upon shareholders. 


(c) EVIDENCE DETERMINATIVE 
OF PURPOSE—The fact that the 
earnings or profits of a corporation are 
permitted to accumulate beyond the 
reasonable needs of the business shall 
be determinative of the purpose to 
avoid surtax upon shareholders unless 
the corporation by the clear prepon- 
derance of the evidence shall prove to 
the contrary.5 
This section is designed to penalize the 
stockholders indirectly for causing the 
corporation to withhold dividends. 
through the imposition of a special surtax 
on the corporate earnings in addition to 
the regular corporate normal tax and sur- 
tax. While the above section of the code 
goes on to define technically “section 102 
net income,” it will be sufficient for the 
purposes of this paper to designate it as 
the corporation’s net income after taxes 
which remains undistributed in the year 
when earned. Thus, for a corporation 
with a net income of $100,000 before fed- 
eral income taxes, the special surtax, 
assuming no dividends were paid and 
that the section actually is applicable, 
would be computed as follows: 


Net income per federal return. ..$100,000 
Less: Federal normal tax and 


Section 102 net income......... $ 62,000 
Section 102 surtax, at 271% 

percent ...... e $ 17,050 
Total federal corporate income 

$ 55,050 


The total tax on the corporation would 
amount to $55,050. Thus, the section has 
the effect of raising the corporate income 
tax rate in this case from 38 per cent to 
over 55 per cent. This penalty, which is 


5Internal Revenue Code, Section 102. 
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still larger where the section 102 net in- 
come exceeds $100,000, materially lessens 
the potential tax savings from postpone- 
ment of dividends. 


It should be recognized, however, that 
the above section of the code is designed 
to penalize the accumulation of surplus 
only if it is motivated by tax avoidance 
considerations. It is not applicable in 
those cases where the postponement of 
dividends serves a real business purpose, 
such as the accumulation of cash funds 
for expansion or modernization of the 
plant or for the enlargement of the vol- 
ume of business through financing larger 
inventories or receivables. 


The mere accumulation of earnings 
alone ordinarily is insufficient ground for 
invoking the penalty; the accumulation 
in the words of the code must be “for the 
purpose® of preventing the imposition of 
the surtax upon its shareholders.” This, 
of course, is a matter for proof or dis- 
proof. The Treasury Department’s inter- 
pretation of the law as it relates to the 
purpose of the accumulation is stated as 
follows: 


sd . The existence or nonexistence 


of the purpose may be indicated by 
circumstances other than the evidence 
specified in the Internal Revenue Code, 
and whether or not such purpose was 
present depends upon the particular 
circumstances of each case. In other 
words, a corporation is subject to taxa- 
tion under section 102 if it is formed 
or availed of for the purpose of pre- 
venting the imposition of surtax upon 
shareholders through the medium of 
permitting earnings to accumulate, 
even though the corporation is not a 
mere holding or investment company 
and does not have an unreasonable ac- 
cumulation of earnings or profits; and 
on the other hand, the fact that a cor- 
poration is such a company or has such 
an accumulation is not absolutely con- 
clusive against it if, by clear and 
convincing evidence, the taxpayer satis- 
fies the Commissioner that the corpor- 
ation was neither formed nor availed 
* for the purpose of avoiding the 
individual surtax. All the other circum- 
stances which might be construed as 
evidence of the purpose to avoid surtax 
cannot be outlined, but among other 
things the following will be considered: 


*Underscoring added. 


(1) Dealings between the corporation 
and its shareholders such as with- 
drawals by the shareholders as per- 
sonal loans or the expenditure of funds 
by the corporation for the personal 
benefit of the shareholders, and (2) the 
investment by the corporation of undis- 
tributed earnings in assets having no 
reasonable connection with the busi- 
ness,”’7 

Unreasonable accumulation of profits is 

defined as follows: 


“ ... An accumulation of earnings 
or profits (including the undistributed 
earnings or profits of prior years) is 
unreasonable if it is not required for 
the purposes of the business, consider- 
ing all the circumstances of the case. 
It is not intended, however, to prevent 
accumulations of surplus for the 
reasonable needs of the business if the 
purpose is not to prevent the imposition 
of the surtax. No attempt is here made 
to enumerate all the ways in which 
earnings or profits of a corporation 
may be accumulated for the reasonable. 
needs of the business. Undistributed 
income is properly accumulated if re- 
tained for working capital needed by 
the business; or if invested in additions 
to plant reasonably required by the 
business; or if in accordance with con- 
tract obligations placed to the credit 
of a sinking fund for the purpose of 
retiring bonds issued by the corpora- 
tion.’’8 
Since the war there has been a con- 
siderable amount of litigation over this 
section of the code and an analysis of a 
particular situation should be made only 
in the full knowledge of the many de- 
cisions which have been handed down. 
Some of the motives for accumulation of 
earnings which have been accepted as be- 
ing reasonable, where consistent with the 
real needs of the business and where the 
plans are definite, are:9 

(1) Retirement of mortgage indebted- 
ness; 

(2) Improvement and modernization of 
plant; 

(3) Development of new products; 

(4) Financing and increasing business; 

(5) Improvement of work capital posi- 
tion; and, 


7Treasury Department, Tax Reg- 
ulations 111, Section 29.10 

8Ibid., Section 29 102-3. 

®*Montgomery, Taylor, and Richardson, 
Federal Taxes—Corporations and Partner- 
ships. Ronald Press, New York, New York, 
1948-49, Vol. II, pp. 196-200. 
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(6) Provision of reasonable reserves in 
anticipation of losses. 


OWNER’S SALARY AS A 
TAX DEDUCTION 


In those cases where the owner of the 
enterprise participates in its management 
and devotes a part or all of his time to 
its affairs, the corporate form offers a 
tax advantage which serves at least in 
part to offset the disadvantage of the 
double taxation of corporate profits. Since 
the unincerporated enterprise (whether 
individual proprietorship or partnership) 
does not itself pay the federal income 
tax and since the net income of the enter- 
prise is reported on the personal return 
of the owner or partner, it follows that 
a deduction taken by the enterprise for 
owner’s compensation would be fully off- 
set by its inclusion in his personal in- 
come. This, however, is not true in the 
case of the corporation since it is a tax- 
able entity separate and distinct from the 
shareholder.1° 


While the net income of the corporation 
sooner or later is taxed twice, the amount 
of net income to be reported by the cor- 
poration can be reduced by the payment 
of reasonable compensation to share- 
holders who are also officers or employees 
of the corporation. To the extent of this 
deduction, the corporate profits before 
such deduction, are relieved of double 
taxation since the compensation is tax- 
able only to the recipients and not to 
the corporation. Where the net income 
of the corporation is low, as in Case 1, 
and assuming that the sole stockholder 
actually devotes all or most of his time 
to the business, it is quite likely that 
the entire net income or a substantial 
part of it could properly be paid to him 
as a salary. In this event the corpora- 
tion’s net income for tax purposes would 
be reduced and the stockholder’s wage 


If the total tax burden of the two is to 
be considered, the individual tax paid by 
the owner-manager on compensation re- 
ceived from the corporation in the case of 
the closed corporation would have to be 
added to that paid by the corporation it- 
self, for comparison with the proprietor- 
ship. (See p. 24 ff.) 


or salary income from the enterprise 
would be taxable only to him. The tax 
differential as between the corporation 
and the unincorporated enterprise would 
then tend to disappear except for the im- 
pact of those payroll taxes which would 
be levied against the corporate salary 
paid to the officer or employee-stock- 
holder but not against the owner’s with- 
drawals from the unincorporated busi- 
ness. Where, however, the corporate net 
income (before owner’s compensation) 
is large, the tax saving is limited by the 
fact that such compensation is deductible 
only to the extent that it is reasonable 
in amount. 

Reasonable Compensation 


For tax purposes, reasonable compen- 
sation has been defined as follows: 


“SEC. 23. DEDUCTIONS FROM 
INCOME, In computing net income 
there shall be allowed as deductions: 
(a) Expenses.— 

(1) Trade or business expenses. 

(A) In General.—All the ordinary 
and necessary expenses paid or 
incurred during the taxable year 
in carrying on any trade or busi- 
ness, including a reasonable alluw- 
ance for salaries or other com- 
pensation for personal services 
actually rendered;”11 
While the requirement that business ex- 
penses be ordinary and necessary in order 
to be deductible and that salaries or other 
compensation be reasonable applies to all 
expenditures, it is especially applicable 
to compensation paid stockholders. Where 
the corporation has just one stockholder 
(or a few) the determination of the com- 
pensation to be paid the officer-stock- 
holder by the corporation would hardly 
be an arm’s length transaction and might 
be viewed with suspicion as constituting 
a disguised dividend. If the evidence does 
not support the claim of reasonableness, 
tne salary deduction could be disallowed 
to the corporation and the income taxed 
twice. The regulations state: 

“(a) An ostensible salary paid by a 
corporation may be a distribution of 
a dividend on stock. This is likely to 


1Internal Revenue Code, Section 23. 
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occur in the case of a corporation hav- 
ing a few shareholders, practically all 
of whom draw salaries. If in such a 
case the salaries are in excess of those 
ordinarily paid for similar services, and 
the excessive payments correspond or 
bear a close relationship to the stock- 
holdings of the officers or employees, 
it would seem likely that the salaries 
are not paid wholly for services ren- 
dered, but that the excessive pay- 
ments are a distribution of earnings 
upon the stock.”12 
Thus, if the Commissioner of Internal 
Revenue maintains that a salary to a 
stockholder is unreasonable, being in fact 
a dividend, the burden of proof is on 
the stockholder. This issue has been the 
subject of frequent litigation which has 
given rise to the following list of the 
principal factors to be considered in the 
determination of “reasonableness:”!3 


(1) What are the background, train- 
ing, and abilities of the employee? 

(2) What is the nature of the busi- 
ness of taxpayer, its sales volume, past 
earning record, and present earnings 
after payment of proposed salaries? 


(3) What is the nature of the duties 
of the employee, including responsi- 
bilities assumed by him and his con- 
tribution to the earnings of the tax- 
payer? 

(4) What is the amount paid to 
others for similar work, either in the 
same company or in competing com- 
panies? 

(5) If the employee is a stockholder, 
is the payment in part a dividend? 
With reference to the last factor, it is 

to be noted that so-called “salary” pay- 
ments which are changed in amount as 
earnings rise or fall, or which are omitted 
entirely in loss years, have the earmarks 
of a dividend. Payments in compensation 
of personal services actually rendered 
ordinarily should not vary in this manner, 


WHEN LOSSES OCCUR 


The foregoing discussion of the tax dif- 
ferentials as between the corporate and 
unincorporated business forms is based 


2Treasury Department, Income Tax Reg- 
ulations 111, Section 29.23(a) (6) (1). 

%Merle H. Miller. “What the Tax Court 
Wants to Know in a Reasonable Compen- 
sation Case.” Journal of Accountancy, 
May, 1945, p. 367. 


on the assumption that the business will 
be profitable. In view, however, of 
the high infant mortality rate in busi- 
ness, perhaps the prospective enterpriser 
should give some consideration to the 
effect of losses on the comparison. Here 
again the advantage, from a tax view- 
point, tends to fall to the unincorporated 
form. In the case of the unincorporated 
enterprise a net loss in a given year can 
be offset against the owner’s other income 
and thus may serve to reduce his individ- 
ual income tax. If, however, the business 
is incorporated, he as an individual can 
take no deduction for the loss of the 
corporation. The significance of this fact 
depends, of course, on his over-all tax 
status. Moreover, if the owner should 
be forced to liquidate the business after 
a few years of operation at a loss, and 
there is a loss upon liquidation, the legal 
form of the enterprise will also have an 
effect tax-wise. If the business is not a 
corporation, the owner ordinarily will be 
able to deduct the liquidation loss in full 
from other income. On the other hand, 
if a corporation is liquidated for a price 
insufficient to repay the stockholder’s 
cash investment, for tax purposes he 
would have suffered a capital loss. Only 
one-half of such loss can be deducted, 
but not to exceed $1,000 plus any other 
capital gains which he may have in the 
loss year and in each of the five succeed- 
ing years. 


FREEDOM OF ACTION 


A final observation which is overlooked 
too frequently in practice concerns the 
owner’s freedom to dispose of the funds 
of the business as he sees fit. Since the 
unincorporated enterprise is not a sepa- 
rate taxable entity, the sole proprietor 
has relatively great freedom of action to 
dispose of the business’ funds in any 
way he chooses so long as he accounts 
for them properly. In the case of the 
corporation, however, this freedom does 
not exist since the corporation is a sepa- 
rate taxable entity. Corporate formalities 
must be observed and once a transaction 
is recorded, action to cancel the trans- 
action may have unforseen tax conse- 
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quences. Two illustrations of this are 


cited. 


The first concerns the flexibility of the 
owner’s investment in the business. In 
unincorporated enterprises it is quite 
common for the proprietor to withdraw 
and replace capital at will or to change 
his investment in the business depending 
on its need for funds relative to his own 
personal needs. While such transactions 
must be accounted for, they present no 
special tax problems. Such may not be 
the case, however, with the corporation. 
Suppose, for example, that the business 
earned no net income in a particular year 
but nevertheless the owner withdrew a 
substantial amount of cash from the busi- 
ness. If the business is operated as a 
sole proprietorship, the transaction has 
no tax consequences. On the other hand, 
if the business is incorporated, and the 
withdrawal is not in the nature of an 
allowable salary, the transaction would 
have to be recorded as (1) a dividend 
from surplus, (2) a loan, or (3) a pur- 
chase by the corporation of a part of 
the owner’s stock. All three transactions 
might represent taxable transactions. 
The first unquestionably would create 
taxable income to the stockholder. The 
loan transaction also conceivably could 
do so, if the corporation had accumulated 
earnings, since the loan might be con- 
strued as a disguised dividend. The stock 
transaction, depending on the circum- 
stances, might fall into the same cate- 
gory. The code provides: 

bs If a corporation cancels or 
redeems ‘its stock at such time and in 
such manner as to make the distribu- 
tion and cancellation in whole or in 
part essentially equivalent to the dis- 
tribution of a taxable dividend, the 
amount so distributed in redemption 
or cancellation of the stock, to the ex- 
tent that it represents a distribution of 
earnings or profits accumulated after 

February 28, 1913, shall be treated as 

a taxable dividend.”!4 
In both the second and third transactions 
the evidence may support the taxpayer’s 
contention that no dividend was paid. 
Nevertheless the possibility that the 


“Internal Revenue Code, 115g. 


Commissioner will so treat the trans- 
action cannot be ignored. 


A second illustration concerns the not 
infrequent situation where the owner ad- 
vances funds from the business to some 
member of his family and later decides 
to forgive the debt. While the taxpayer, 
if unincorporated, could not take a deduc- 
tion for the cancellation, the transaction 
probably would not create any income 
to the relative whose debt was forgiven 
since the cancellation would presumably 
be treated as a gift. A gift tax might be 
entailed to the one who cancelled the 
debt, but there should not be any income 
tax consequences to either party. If the 
business were incorporated, however, and 
the advance made from corporate funds, 
the transactions would have to be re- 
corded as a loan. The corporation’s right 
to forgive a personal debt might be ques- 
tioned and, conceivably, one of two things 
could happen. Either the debtor may be 
considered to have received taxable in- 
come because of the cancellation or the 
sole stockholder may be considered to 
have received a dividend since he caused 
corporate funds to be given to a close rela- 
tive. The actual determination of the tax 
status of the transaction would depend 
on the circumstances and the above ob- 
servations are presented only for the pur- 
pose of directing attention to the dangers 
involved. The transaction would be even 
more serious if the relative also was a 
shareholder, for then the cancellation 
conceivably would be treated as a divi- 
dend to the relative. In this connection 
it has been held that, to be classified as 
a dividend, a distribution does not have 
to be in proportion to shareholdings nor 
does it have to be formally declared.15 


CONCLUSION 


The corporate form of business offers 
a number of distinct advantages over 
the proprietorship but, depending on the 
circumstances, may be disadvantageous 
from a tax viewpoint. This is especially 
true since the enactment of the Revenue 
Act of 1948 with its reduction in personal 


Hudson, 34 BTA 155, aff. 99 F.2d 630, 
21 AFTR 1184. 
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income tax rates, and, particularly, the 
adoption of the “split income” principle 
for husband and wife. Future changes 
in the tax structure, either personal or 
corporate, however, may alter the situa- 
tion. 

The basic factor shown in the tax 
analysis is that corporate income is taxed 
not only to the corporation but also to 
the stockholder to the extent that the 
corporate income is distributed, whereas 
the income of an unincorporated business 
in Pennsylvania is subject only to the 
federal individual income tax. In this 
State, if the business is incorporated, it 
is also subject to two state levies, the 
state corporate income and capital stock 
taxes, while the proprietorship is subject 
to neither. Thus, in every case where all 
the corporation’s net income is distributed 
in dividends in the year when earned, 
the corporate form is at a disadvantage 
from a tax viewpoint. 

This disadvantage may be mitigated 
or even nullified temporarily through the 
postponement of dividends and the conse- 
quent accumulation of surplus. This, how- 
ever, may afford only temporary relief 
since presumably a dividend will eventu- 
ally be paid. It is to be noted, however, 
that this accumulation of earnings can- 
not be, in any event, for the purpose of 
avoiding the individual surtax by the 
shareholders. Should it be found to be 
so, the Commissioner of Internal Revenue 
has the authority to levy an additional 
or penalty surtax on the corporate earn- 
ings for the taxable year. Therefore, the 
postponement of dividends should serve 
a real business need. 


The double taxation of corporate in- 
come may also be mitigated in part 
through the payment of compensation to 
officer-stockholders. Since such payments 
serve to reduce the corporate net income, 
they are taxed only to the recipients. To 
the extent, therefore, that the corporate 
income is distributed in this manner the 
tax differential between the corporation 
and the unincorporated business tends to 
disappear. Such payments, however, are 


allowable as deductions to the corpora- 
tion only if they represent reasonable 
compensation for personal services ac- 
tually rendered. 

The tax factor is also significant in 
those unfortunate situations where oper- 
ations result in losses rather than profits. 
The owner of the unincorporated business 
can offset these losses against other in- 
come. The stockholder, however, does 
not have this privilege. Even where loss 
is realized through the eventual liquida- 
tion of the corporation, the stockholder 
may be unable to obtain tax benefit 
therefrom. On the other hand, however, 
the stockholder is frequently in a better 
tax position if a gain is realized upon 
liquidation of his interest in the business 
—if such liquidation takes the form of a 
sale of his stock. 


Finally, since the corporation is a sepa- 
rate legal entity, corporate action must 
be strictly accounted for and corporate 
formalities observed. This tends to re- 
duce the owner’s freedom to dispose of 
the funds of the business as he sees fit. 
Each corporate action must be examined 
for its possible tax consequences in much 
more detail than similar transactions ef- 
fected by the owner of the unincorpor- 
ated enterprise. 


Because tax consequences are related 
to specific factual situations it is obvi- 
ously impossible to reduce to specific 
formulae the tax results of every con- 
ceivable situation. Neither has it been 
possible within the confines of this paper 
to refer to all the tax factors. However, 
the foregoing brief discussion of basic 
principles should serve to acquaint the 
reader with the need for careful analysis 
of the tax consequences of a decision to 
incorporate or to operate an unincorpor- 
ated enterprise. Granted that this in- 
volves forecasts which are difficult to 
make, it nevertheless may involve serious 
tax penalties if a decision of this kind 
is made without reference to the potential 
factual situations which may arise either 
shortly after the decision is put into 
effect, or years later. 
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Some Background Considerations in the 
Present Dollar Shortage 


by OSCAR S. DOOLEY* 


Tue shortage of dollars on the world 
market is so great that many fear 
that it may precipitate a world depres- 
sion which might lead to political con- 
sequences fraught with grave danger for 
the United States, and conceivably, to 
a third world war. 


THEORETICAL CONSIDERATIONS 


International economic relationships 
stem basically from differing conditions 
of natural endowment and man’s produc- 
tivity. Thus, theoretically, specialization 
may be made the cornerstone for consid- 
eration in determining the pattern of 
relationships between areas. Obviously, 
specialization may be natural (based on 
climate, geographic location, topography, 
and natural resources) or artificial 
(based on division of labor, capital devel- 
opment, state of technology, and political, 
legal, and monetary considerations). Ex- 
pressed succinctly, this means that certain 
nations have a cost advantage by reason 
of the existence of either or both of these 
advantages. 

Theoretically, this means that a coun- 
try will produce for export those articles 
which it can produce more cheaply than 
others and will import those articles 
which these others can produce more 
cheaply. Of necessity, this exchange will 
be governed by the relative capacity of 
the two nations both to produce and to 


consume, the whole relationship tending | 


toward an equilibrium in value terms. 


Even if a country can produce all ar- 
ticles more cheaply than another country, 
it will be to the advantage of the first 
to specialize in the production of those 
articles in which it has the greatest 


*Oscar S. Dooley is an Assistant Pro- 
fessor of Economics in the Temple Uni- 
versity School of Business and Public 
Administration. He has served as a for- 
eign policy analyst in the Foreign Rela- 
tions Branch of the Research Division, 
U. S. Department of State, and has car- 
ried on editorial and research work for 
the War Department, AAF Hdq., Histor- 
ical Office. 


comparative advantage and import those 
articles in which the other has the least 
comparative advantage, even though the 
articles imported could be produced rela- 
tively more cheaply in the first country. 
Under the circumstances, both countries 
will have more articles (or a higher 
standard of living) than they would have 
had without this trade. Thus, a poor 
country, which is at a disadvantage in 
the production of every article, will bene- 
fit from specializing in the production 
of articles in which it is at the least 
comparative disadvantage. By permitting 
a greater degree of specialization in both 
countries, a greater production of goods 
will be obtained in both countries, thus 
raising the absolute quantity of goods 
available in both. 


The points may be explained by using 
an example. Incidentally, this will permit 
a comparison of natural and artificial ad- 
vantages and will point up the difference 
between pure theory and practice. All 
other things being equal, if the Belgian 
Congo has uranium deposits more than 
twice as rich as Canada, it follows that 
its ore may be sold for less than the 
Canadian. This natural advantage, how- 
ever, may be offset by the number of 
artificial advantages such as the presence 
of railroads to the deposits in Canada as 
against the difficulties or scarcity of 
transportation facilities in the Congo, an 
accumulation of capital facilities (steam 
shovels, dredges, technical knowledge) in 
Canada versus scarcity of capital and 
consequent use of hand-labor in the 
Congo. 


Under these circumstances Canada 
would sell its ore on the international 
market and have the foreign exchange 
to buy goods from other countries while 
the Congo would not, despite its natural 
advantage. Thus further specialization 
would be stimulated in Canada and that 
country would enter increasingly into 
world trade while the opposite would be 
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true of the Congo. This very buying 
power creates one of the problems of 
world trade, the monetary relations be- 
tween countries. 


In terms of foreign trade, the natural 
advantage of the Congo might also be 
offset by an adverse exchange rate for 
Congo bills on the foreign exchange 
markets of the world and by a very 
favorable (or cheap) rate for Canadian 
bills. This depreciation of the Canadian 
dollar and appreciation of the Congo 
currency might make the Canadian uran- 
ium cheaper in price in the world markets 
for the short run—that is, for as long as 
as the disequilibrium of the two curren- 
cies lasted. In the long run, however, it 
should be noted that natural advantages 
will tend to outweigh artificial advan- 
tages although the working out of these 
processes may take decades or even cen- 
turies. 

Further artificial devices in foreign 
trade may cancel out the natural advan- 
tage of the Congo for third countries: 
high tariffs; discriminatory trade agree- 
ments or other-forms of bilaterialism; 
quotas; pegging a currency at an artifi- 
cially high exchange rate (or other arti- 
ficial devices in the field of foreign 
exchange) ; and, as mentioned above, an 
adverse trade balance temporarily affect- 
ing foreign exchange rates in a free 
market. 

The artificial advantage thus secured 
by Canada would presumably persist un- 
til sufficient offsets developed to bring 
the natural advantage of the Congo into 
full play. This might occur over a period 
of time through the gradual depletion of 
Canadian ore deposits which would raise 
mining costs enough to cancel out the 
other artificial cost advantages. A sim- 
ilar cancellation of Canada’s advantage 
in ore production might also result from 
the development of a greater comparative 
advantage in the production of some 
other product, thus causing its economic 
resources to be shifted from uranium 
production. Conceivably, the Congo’s na- 
tural advantage might also be made 
effective through additional. capital in- 
vestment which might reduce their rela- 


tive costs below that achieved in Canada 
through artificial advantages. Thus the 
place of production of a given commodity 
cannot be decided on the basis of the 
simple rule of comparative natural ad- 
vantage, for a unique combination of 
factors may operate, at least as a tem- 
porary offset. 

It is, of course, a truism to point out 
that international trade is an exchange 
of goods and services. Dollars, pounds 
sterling, francs, and other monetary units 
are significant merely as measures of 
relative value for the exchange of com- 
modities and services. In the long run 
the exports of a country tend to equal 
the imports. If these items are not bal- 
anced, it is at once apparent that one 
or more countries is sending out more 
goods and services than it is taking in 
return. Similarly, the total imports and 
total exports of all countries should tend 
to balance in what is called the balance 
of payments. Actually, this balance of 
payments includes much more than mer- 
chandise exchanges. All of the items in- 
volving a transfer of purchasing power 
must be considered. Broadly such items 
may be classified as follows: merchandise 
imports and exports; service items;1 
short and long term capital movements; 
gold and silver transfers; and other mis- 
cellaneous items, including a balancing 
item for statistical error. 


THE PRESENT SITUATION 


The position of the nations in inter- 
national trade has been out of balance 
in recent years. The United States, for 
example, exported approximately $8.1 bil- 
lion more in goods and services in 1946 
than it imported.2 In the fiscal year 
ended June 30, 1946 the merchandise 
surplus alone was $7.5 billion.3 This 
deficit in foreign ability to pay is being 
handled at present by government loans, 


Services may include freight charges, 
insurance remittances, tourist expendi- 
tures, and the like. 

2U. S. Department of Commerce, Statis- 
aa of the United States, 1947, 
p. 


3U. S. Department of Commerce, Secre- 
tary of Commerce, “Thirty-sixth Annual 
Report, Washington, D. C., December, 
1949, p. 168. 
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The article analyzing the Admin- 
istration Bill providing for health 
insurance and medical care, sched- 
uled to be included in this Issue, 
will be carried somewhat later. Its 
publication has been deferred be- 
cause it is apparent that no further 
action will be taken on this Bill 
this year. 


grants, and private transfers and remit- 
tances of several types, which are only 
temporary devices to enable other nations 
to receive (purchase) goods and services 
from the United States at a time when 
they are unable to supply the United 
States or other nations with sufficient 
goods and services to bring their own 
national balance of payments into nor- 
mal equilibrium. An important fact to 
keep in mind, however, is that failure on 
the part of some nations to export enough 
to pay for imports is not necessarily due 
to inability to produce and export at a 
cost advantage but may be due to the 
unwillingness of other countries to re- 
ceive such goods and services—an un- 
willingness which may be expressed in 
the form of high tariffs, quota systems, 
import restrictions, and/or government 
control of foreign exchange. 

If a country does have a “favorable” 
merchandise and services balance of 
trade this fact in itself will not neces- 
sarily cause a disequilibrium in the deli- 
cately balanced and complicated pattern 
of world trade. If the country is in the 
capital exporting stage and is willing to 
make direct foreign investments abroad, 
equilibrium will not be disturbed greatly 
—in the short run. It is necessary to 
make a distinction at this point between 
direct investments which give rise to the 
movement of capital goods and equipment 
into foreign areas, and portfolio (in- 
direct) investments not necessarily used 
for capital development in the foreign 
area. In the first case, the repatriation 
of the exported capital is usually not 
contemplated; instead, the objective is an 
income of profits or dividends—some of 


which may be retained in the foreign 
country for further capital equipment. 
In the second case, portfolio investments, 
an income payable in the investor’s dom- 
estic currency is expected yearly—as is 
also the complete repatriation of the 
funds loaned at the expiration of a def- 
inite period of time. In the latter case, 
movements of the currencies (bills of 
exchange) involved, both outward and 
inward, and creation of larger demands 
for the currency of the investing country 
for the purpose of paying interest may 
substantially affect international trade 
and help to bring about a condition of 
disequilibrium. 


THE CONTROVERSY ON CAUSES 
OF THE DOLLAR SHORTAGE 


With the theoretical background of in- 
ternational trade firmly in mind, it is now 
desirable to trace the historical develop- 
ments in recent international trade and 
finance which have given rise to the 
dollar shortage. 


For the purposes of this paper, the 
historical economic position of Western 
Europe (including the United Kingdom) 
—the area which may be called the cradle 
of modern industrialism—will be men- 
tioned briefly to show an adverse eco- 
nomic and foreign trade trend which has 
gradually come into being since 1913. 
The “starter” for this trend seems to 
have been World War I but the underly- 
ing forces existed and presumably would 
have made themselves felt—although at 
a much slower rate and over a longer 
period of time—regardless of two world 
wars and the great depression. Following 
the presentation of this historical theme 
with its emphasis on the thesis that the 
underlying causes of Western Europe’s 
present grave economic position, of which 
the dollar shortage is only one symptom, 
has been developing over a long period 
of time, there will be considered the 
somewhat contrary view expressed semi- 
officially by British spokesmen. This lat- 
ter view denies the existence of a long- 
run trend and fixes the blame primarily 
on World War II. This explanation, of 
course, is basically cast in terms of the 
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United Kingdom, the British Empire, and 
the Sterling Area. The difference between 
the above points of view is fundamental. 
In the first case, the implication is that 
Western Europe (including the United 
Kingdom) is confronted with a basic re- 
adjustment downward occasioned by 
powerful global economic forces acting 
through a slow but inexorable realign- 
ment of natural versus artificial advan- 
tages.4 The second, or British view, over- 
looks or denies the existence of any 
long-run adverse trend and regards pre- 
sent economic difficulties (including the 
dollar shortage) as rather grave but 
merely temporary problems brought on 
by the severe economic dislocations of 
World War II. Moreover, this view sug- 
gests that “austerity,” greatly increased 
production, and stringent controls of 
foreign trade and foreign exchange for 
a limited period will soon solve the prob- 
lem and once more balance Western 
Europe’s (especially the United King- 
dom’s) payments with the rest of the 
world—including the dollar area. 

Historical Aspects and Trends 


The first, or long range thesis, is well 
and clearly presented by the Council of 
the Organization for European Economic 
Co-operation (the counterpart of the 
United States Economic Co-operation 
Administration) in its Interim Report to 
the Economic Co-operation Administra- 
tion.5 The Council points out that West- 
ern Europe has nearly twice the popula- 
tion of the United States but only half 
the area. This large population has been 
built up largely since 1800 as Western 
Europe became the factory workshop of 
the world. By 1900 this area had only 
10 per cent of the world’s population but 
was supplying about 90 per cent of the 
world’s exports of manufactures, These 
exports were used to pay for necessary 
imports of goods and raw materials 
needed to afford continued employment 


‘This view does not deny the adverse 
effects of World War II, but holds that 
it merely has speeded up and magnified 
the basic and underlying problem. 

5See Organization for European Eco- 
nomic Co-operation, Interim Report on the 
European Recovery Programme, Paris, 30 
December 1948, Vol. 1, pp. 15-22. 


for Western European factory workers. 
Foreign trade is thus vital for this area 
although its importance naturally varies 
somewhat from country to country. 
Italy and France, for example, in 1938 
imported goods and services valued at 
10 per cent and 13 per cent of their re- 
spective national incomes while the per- 
centage for the United Kingdom and 
Switzerland was 20 per cent each, and 
ranged upward as high as 29 per cent for 
Benelux, 30 per cent for Denmark and 
32 per cent for Norway.® This compares 
with just under 3 per cent for the United 
States.7 


Certain key commodities have to be 
imported by Western Europe. Over 80 
per cent of textile materials, 30 per cent 
of timber, most of the non-ferrous ores 
and metals, and nearly all the oil have 
to be imported, while about 20 per cent 
of Western Europe’s total pre-war food 
supplies were imported from overseas.8 
As the area turned more and more to 
specialization in manufacturing, the 
countries in it were exposed increasingly 
to the risks and hazards not only of 
cyclical fluctuations but also to secular 
changes (largely artificial in terms of 
the classification earlier adopted) in the 
structure of the world economy outside 
of Western Europe. As large primary 
producing areas in North and South 
America, Asia, Africa, and Australasia 
began to develop manufacturing indus- 
tries of their own, their dependence on 
the manufactured products of Western 
Europe has been decreasing. At the same 
time, the rapid growth of internal popu- 
lation in these newer areas has supplied 
a larger domestic market for a larger 
part of their agricultural output, thus 
somewhat reducing their dependence on 
the export of food and raw materials to 
Europe. 


*Ibid., p. 15. 


7According to the Statistical Abstract 
for the United States for 1947, p. 890, 
United States imports in 1938 were $1.96 
billion. The national income was $67.0 
billion, according to the U. S. Department 
of Commerce, National Income, Supplement 
to Survey of Current Business, July, 1947. 
The percentage is 2.92 per cent. 


80.E.E.C., op. cit., p. 15. 
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Since 1918 Western Europe’s share in 
the world production of manufactures 
has declined. By 19388 “nearly one-half 
of the world’s output of manufactures 
was produced outside Western Europe; 
now (1948) the proportion is much 
higher.” ® Meanwhile, the problem of 
paying for imports was growing in se- 
verity. Between 1913 and 1939 imports 
from overseas were increasing while ex- 
ports were declining. Thus, Europe 
would have been confronted with rather 
severe economic adjustments even had 
there been no world wars—although at 
a slower pace. 

Furthermore, up to 19138 Western 
Europe was a large exporter of capital; 
exports and invisible earnings greatly 
exceeded imports. As the Council points 
out, however: 

When after 1918 exports failed to 
recover to the 1913 level, the margin 
available for investment abroad was 
reduced. Gradually, during the inter- 
war years, the annual rate of foreign 
investment decreased further, until by 
19388 there was no net investment at 
all. These trends could not have per- 
sisted indefinitely. Western Europe 
could only have continued to import 
more and export less by living on capi- 
tal,.10 
The instability and gravity of the West- 

ern European economic position was re- 
vealed in the continuous balance of pay- 
ments crises during the 1930’s and in the 
growing restrictions on trade and on 
foreign exchange payments. The depres- 
sion period, however, with its vast vol- 
ume of unemployment, to some extent, 
obscured Western Europe’s fundamental 
difficulty of paying for its imports.1! The 
demand for all kinds of imports was sub- 
stantially reduced; and the decline in the 
prices of primary raw materials greatly 
improved the terms of trade between 
primary products and manufactures 


*Ibid., p. 17. ’ 
1Ibid., p. 17. 


UThe Council states that the Western 
European current account deficit with 
North America during the 1930’s “was of 
the order of $750 million.” Ibid., p. 18. This 
group, however, was able to finance this 
deficit with earnings from other countries 
overseas which had a surplus of gold, 
pio sed from gold mines or from trade, and 

ollars. 


whose prices had declined less during the 
1930’s. Even so, the financing of the cur- 
rent account deficit with North America 
continued to be a problem. 


This deficit was financed to a degree 
through the sale of gold stocks to the 
United States, part of which was ac- 
quired as earnings from overseas invest- 
ments and part from the sale of newly 
mined gold. It is to be noted that these 
stocks were substantially increased in 
value by the price increases of 1933-34. 
Today, however, these important means 
for financing Western Europe’s deficit 
have disappeared in the first case and 
dwindled in the latter. The major part 
of the world’s gold supply (excluding 
Russian gold holdings) is now owned by 
the United States and the purchasing 
power of annual gold production has 
been cut by an estimated one or one and 
one-half billion doflars. This decreased 
purchasing power of newly mined gold!2 
has been due in part to the commodity 
price rise as well as to a decline in the 
amount of gold mined. 


Thus the balance achieved by Western 
Europe during the 30’s was at best pre- 
carious, since it was the result of a com- 
bination of unique and unstable cir- 
cumstances of a temporary nature and 
perhaps not likely to be soon repeated— 
if ever. Undoubtedly the balance would 
have collapsed even sooner than it did 
in the absence of such monetary and 
commercial measures as devaluation, 
tariffs, quotas, and other unilateral or 
bilateral restrictions on trade. Such 
measures could only be a temporary pal- 
liative for the country initiating them, 
for by creating balance of payments diffi- 
culties for other countries, they precipi- 
tated the adoption of retaliatory mea- 
sures. Thus bilateralism was spread still 
further and the volume of international 
and domestic trade as well as foreign 
levels of economic activity and income 
were reduced. Meanwhile, as exports of 
manufactures declined, invisible earnings 
became increasingly important in helping 


12Gold prices have increased less than 
commodity prices generally. 
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Western Europe pay for her imports. In 
1938, 80 per cent of her imports were 
financed by invisible earnings with in- 
vestment income accounting for two- 
thirds while shipping, tourist expendi- 
tures, and miscellaneous items were re- 
sponsible for the other one-third.13 


World War II destroyed this rather 
precarious balance. Factories and men 
turned to war production. Shipping was 
lost. Tourists stayed at home. Large 
areas in Europe and in the Far East 
which had been suppliers of raw ma- 
terials (Malaya, Indonesia, and other 
areas) and also markets for manufac- 
tures, were cut off or otherwise disrupted 
by the war and by post-war revolution. 
Furthermore, as a result of the wartime 
curtailment of consumption goods and 
expansion of money in circulation, there 
has been a considerable degree of infla- 
tion which has further aggravated West- 
ern Europe’s difficulties. 


The war brought even more important 
changes in the field of foreign invest- 
ment. The net investment income, which 
paid for 20 per cent of Western Europe’s 
imports in the 1930’s, has largely disap- 
peared and can not or will not be re- 
placed for many years, if ever. This 
represents a net loss in purchasing power 
of over $1 billion per year.1¢ Moreover, 
the dropping of the “Iron Curtain” has 
greatly decreased the market for German 
manufactured goods in Eastern Europe 
and has decreased the food exports to 
Western Europe from that area. This 
means that a large part of the food 
supply of Western Europe must now be 
drawn from non-European areas. Fur- 
thermore, the impoverishment of and 
destruction in Germany has deprived 
many of the Western European countries 
of their best market. 


To complicate the Western European 
economic position further, there has been 
an estimated 8 per cent increase in popu- 
lation during the war period.15 This 
added population needs more food and 


180.E.E.C., op. eit., p. 18. 
“Jbid., p. 19. 
Ibid., p. 20. 


more capital equipment (industrial plants,. 
houses, and schools) than were in being 
before the war. This has meant either 
the curtailment of production for export 
in order to satisfy some of the needs of 
this added population, or an increase in 
imports which cannot be paid for by ex- 
ports with the present industrial plant of 
Western Europe and the present char- 
acter of overseas demands. 


The British Explanation 


The second major view, or the World 
War II short range thesis, which is pre- 
sented in British semi-official publica- 
tions, however, is somewhat at variance 
with the first thesis that the roots of 
the present dollar shortage in Western 
Europe stem from a series of adjust- 
ments in the natural and artificial advan- 
tages beginning in about 1913.16 It is 
their claim that the current dollar short- 
age is the direct result of the changes 
in the structure of world production and 
trade which have occurred during and 
since the second World War. Establish- 
ment of the time at which the problem 
actually arose is, of course, of the utmost 
importance in determining whether the 
dollar shortage reveals a long term trend 
or is merely a present and temporary 
condition, however acute, stemming di- 
rectly from World War II. The British 
point out that before the war (1936-38) 
the United States had a visible trade sur- 
plus of about $500 million annually which 
was easily offset by other countries out 
of the dollars they earned through such 
invisible items as investment income, 
shipping payments, tourist expenditures, 
and the like. Thus, there was no dollar 
shortage before the war. During the war, 
however, structural changes occurring in 
production and trade completely unbal- 
anced the pattern of world trade. The 
United States and the whole Western 
Hemisphere greatly expanded general 
production while Europe and England 
were forced to contract production for 
consumers and channel the bulk of their 


%The British view is well stated in Brit- 
ish Information Services, ‘Background to 
Britain’s Dollar Position,” I.D. 929, New 
York, July 7, 1949, pp. 1-6ff. 
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activity into the war effort. Thus, United 


United States imports were almost 5 


States exports during 1940-45 were about. Per cent of the national income in 


$54 billion while United States imports 
were only $20 billion—creating a $34 bil- 
lion deficit for the rest of the world 
(primarily for Western Europe and the 
British Empire.)17 This deficit was 
financed through the liquidation of dol- 
lar and other investments, the use of 
gold and dollar reserves, and especially 
through Lend-Lease arrangements. 


With the end of Lend-Lease, the in- 
ability of the war torn areas to produce 
for export in order to acquire goods from 
the dollar area, principally the United 
States, led to an acute dollar shortage. 
It was hoped that direct aid through 
UNRRA as well as loans by the United 
States would provide interim relief until 
pre-war production levels could be re- 
established. The $3.75 billion loan to 
England was, however, exhausted in a 
little over a year. The current shortage 
of dollars, in spite of the marked increase 
in England’s (and Western Europe’s) 
ability to produce, indicates the continu- 
ing existence of disequilibrating forces. 


The British, however, seem to mini- 
mize the presence of these forces. One 
authority states: “ ... Since the non- 
dollar world was getting much closer to 
pre-war production levels in 1947, it is 
important to see why the pre-war pat- 
tern of trade failed completely to return 
then and has failed to return since.” 
This source continues substantially as 
follows. One can isolate four basic fac- 
tors: 

(1) United States goods are in ab- 
normal demand due to the collapse of 
Germany which left a gap and because 
of the cut in supplies from Eastern 
Europe. 

(2) There has been a permanent in- 
crease in United States production 
levels—$72 billion national income in 
19389 and $202 billion in 1947. The 
United States is pouring out goods that 
the world needs; the United States 
produces them and efficiently. 


(3) There has been no comparable 
increase in United States imports. 


“Some discrepancy, not important in 
terms of the thesis, exists between Brit- 
ish and United States figures. 


1936-88 and only 8 per cent in 1947.18 
~ (4) The non-dollar world has lost 
much of its income from “invisible 
items.” In 1986-38 the British net in- 
come from the invisible items averaged 
£352 million a year, which paid for 40 
per cent of her imports.!® Sale of 
assets, new debts, and other losses 
changed the British position to a net 
loss of £189 million on these items in 
1947.29 A great part of the lost in- 
come was in dollars. Europe’s surplus 
with the United States alone on these 
invisible items amounted to about $300 
million in 1938 but had turned into a 
deficit of $500 million in 1947. This loss 
of normal pre-war income from the 
United States and other dollar coun- 
tries has to be made up somehow—or 
there will be a permanent decrease in 
pos standard of living in these coun- 
es. 


It continued: 


“ ... To sum up so far: Britain’s 
postwar dollar shortage is part of the 
world dollar shortage, which is just 
another way of saying that the non- 
dollar world as a whole needs to buy, 
or is trying to buy, far more from the 
United States than the United States 
is buying in return. As part of the 
problem one must take note of the 
enormous expansion of production in 
the United States, which is at present 


8’This is an apparent mistake by the 
British. The United ae national income 
for 1936-38 was $64.7, $73.6, and $67.3 bil- 
lion, a total of $205. é. billion; United States 
imports for the same period were $7.465 
billion. The correct percentage seems to be 
3.6 per cent rather than “almost 5 per 
cent.” See U. S. Department of Commerce, 
National Income, Supplement, July, 1947, 
p. 19 and U. S. Department of Commerce 
Statistical Abstract of the United States, 
1941, p. 523. 

%Even so, the British balance of pay- 

ments reveals a net deficit every year but 
two from 1931 through 1938. The deficit 
was £104 million in 1931; £51 million in 
1932; none in 1933; £7 million in 1934; £18 
million in 1936; £56 million in 1937, and 
£55 million in 1938. The only surplus came 
in 1935 and was only £32 million. League 
of Nations, Economic Intelligence Service, 
Balance of Payments, 1938, Geneva, 1938 
p. 125. Further, the average excess 0 
imports over exports for the three year 
period 1936-38 was £388 million, a net 
annual deficit of £36 million according to 
the British figures in the text, above. 


*®Britain admits to a loss of “realizable 
overseas investments to the value of more 
than £1,100 million.” British Information 
Service, I.D., 902, p. 6. It is also stated 
that accumulations of sterling by non- 
sterling area countries amounted to about 
£670 million while balances of sterling to 
sterling area countries increased by ap- 
proximately £2,600 million. 
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geared towards greatly increased ex- 
ports unaccompanied by any compar- 
able increase in imports. The problem 
of paying for United States exports 
is aggravated by a permanent loss of 
dollar investment income by non-dollar 
countries.” 21 


THE PRESENT SITUATION 


As the British see it, the Marshall Plan 
proposes a solution to the dollar shortage 
by five methods: (1) increased produc- 
tion in Europe above the pre-war level; 
(2) increased trade among European 
nations to make their dollar shortage 
disappear by causing them to import 
more items from each other instead of 
from the United States; (8) increased 
trade between Europe and other non- 
dollar countries; (4) increased exports 
to dollar countries; and (5) increased 
loans and investments abroad by dollar 
countries. The first three measures en- 
visage cutting dollar expenditures. The 
fourth method is designed to increase 
dollar receipts which is very important 


2%bid., pp. 6-7. According to some esti- 
mates Britain was a net creditor to the 
amount of $13 billion in 1939. Conversion 
of the above figures (£1 — $4) indicate 
that Britain by 1945 was a net debtor by 
about $4.5 billion. When post-war obliga- 
tions are added in, Britain’s net debtor 
position seems to be well over $8 billion. 
For a discussion and earlier estimates, see 
Cleona Lewis, Debtor and Creditor Coun- 
tries, 1938, 1944, The Brookings Institute, 
Washington, 1945. See also Norman S&S. 
Buchanan and Friedrich A. Lutz, Rebuild- 
ing The World Economy, Twentieth Cen- 
tury Fund, New York, 1947, pp. 108-109. 


if world trade is to be at a higher level. 
The fifth is necessary because, even if 
the first four methods are successful, 
there will still be a large potential dol- 
lar surplus, especially for the United 
States, so it will be necessary for the 
United States to invest dollars abroad 
every year unless it wishes to cut down 
on its export production. These invested 
dollars could be used by recipient coun- 
tries to buy dollar goods and thus keep 
the dollar balance at a high level.22 

The gravity of the British position is 
well illustrated by the following tables 
which will throw some light on the pres- 
ent British crisis. The basic question is, 
of course, whether present explanations 
and policies go to the root of the difficulty 
and offer hope of a solution. 


It will be noted by reference to the 
British Balance of Payments shown in 
Table I that even in 1938 signs of trouble 
appear for Britain. She imported £3802 
million more in goods than she exported 
and was able to make up only £232 mil- 
lion of this deficit by invisible earnings. 
Thus, in 1988, before World War II, she 
had a net deficit of £70 million. The eco- 
nomic dislocations brought on by World 
War II, already mentioned, merely exag- 
gerated and pointed up a deficit trend 
already noted. In 1946 the British net 
deficit was £380 million. In 1947 the an- 


2Ibid., p. 5. 


TABLE I 


Britain’s (United Kingdom) Balance of Payments on Current Account 
With All Areas 


Millions of Pounds 


1948 1949 
January- July-December January-June 
1938 1947 June Provisional Forecast 

Payments 

Imports (f.o.b.) 835 1,541 896 872 960 
Receipts 

Exports and re- 

exports (f.0.b.) 533 1,100 730 820 910 
Invisibles (net) 4232 —189 +16 +82 +35 
Surplus (+) or 
Deficit (—) on 
Current Account —70 —630 —150 +30 —15 


Source: British Information Service, I.D. 


916, March 15, 1949, p. 2. 
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TABLE II 
United Kingdom Gold and Doilar Reserves 


Dollar receipts from 


Reserves 
United States Canada at end of 
credit credit Other E.R.P. period 
Millions of Dollars 
Dollar Dollar receipts from 
Deficit 
December 1945 2,444 
1946 904 596 520 pans 2,656 
1947 4,096 2,828 420 2401 rr 2,048 
1948 1,692 296 52 4482 676 1,828 
1949 1st 
qtr. 328 28 323 324 1,884 
2nd 
qtr. 628 28 340 1,624 


Source: poe aged + ‘ame Record, British Information Service, New York, July 13, 


1Drawing on International Monetary Fund by the United Kingdom 


*Drawings on International Monetary Fund by U 
India ($68 million) and South Africa gold loan ($320 million). 


nited Kingdom $60 million) and 


sDrawing on International Monetary Fund by India. 


nual net deficit rose to £630 million— 
covered in large part by the United 
States loan to Britain. 

The dollar deficit for the United King- 
dom and the sterling area, (Table II) 
however, in 1946 was $904 million which 
was more than offset by a United States 
credit of $596 million plus a Canada credit 
of $520. In 1947 the dollar deficit mounted 
to $4,096 million, largely because of in- 
creased purchases and conversion of 
blocked sterling credits under the United 
States loan. This deficit was only partly 
offset by $2,828 million from the United 
States plus an additional $420 million 
loan from Canada plus $240 million 
drawn from the International Monetary 
Fund by the United Kingdom. These 
funds advanced to the United Kingdom 
failed to cover the net deficit for the 
whole sterling area with dollar countries 
and with countries demanding payment 
from it, so the United Kingdom Dollar 
and Gold Reserve ($2,656 million in 1946) 
was depleted by $608 million. Of the 
$4,096 million deficit, however, the United 
Kingdom deficit in its own balance of 
payments was only $2,620 million (£630 
million) as shown in Table I. 

It may be here noted that the assump- 
tion by the United States of certain 
British occupation duties in Germany has 
relieved the British of considerable ex- 
penditures for administrative and mili- 


tary purposes. Further, the United 
States extension of political and military 
aid programs to Greece (to fill the 
vacuum caused by British withdrawal), 
Turkey, Palestine, the Arab countries, 
and India has resulted in considerable 
dollar expenditures in those countries. 
This has relieved the British sterling 
reserve of a certain amount of drain, and, 
moreover, it has increased by some hun- 
dreds of millions the supply of dollar 
exchange in world circulation. The Brit- 
ish have been able to grasp some of this 
through trade with the countries possess- 
ing this additional source of dollars. 
Thus, the execution of these two aspects 
of United States external policy has 
helped the British balance both posi- 
tively and negatively—that is, through 
spending dollars in foreign aid and 
through relieving Britain of certain 
heavy external payments, a portion of 
which become dollar claims. 


In 1948 Britain’s economic prospects 
seemed to become brighter. The annual 
dollar deficit was reduced to $1,692 mil- 
lion for the whole sterling area of which 
amount the United Kingdom deficit came 
to only $1,360. The net deficit in the 
United Kingdom balance of payments 
with all areas was only £120 million. In 
fact, the United Kingdom balance with 
all areas for the second half of 1948 had 
resulted in the creation of a surplus of 
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£30 million. Jubilation over this seeming 
recovery was chastened by the fact that 
the dollar deficit was £340 million (at the 
rate of $4 to £1). This dollar deficit had 
been only partially alleviated by $296 
million from the United States loan, $500 
million in loans from Canada and South 
Africa and the I.M.F., and $676 million 
allocated under the E.R.P. This failed 
to meet the dollar deficit so there was a 
net drain of $220 million from the United 
Kingdom Gold and Dollar reserves for 
the whole sterling area. This depleted 
the reserves to $1,828 million at the end 
of 1948. This carried the reserves below 
the danger point of $2,000 million esti- 
mated to be the minimum necessary to 
finance the daily exchange transactions.?3 


The British hoped that the United 
Kingdom adverse balance of payments 
would continue to decline during the first 
half of 1949 and estimated that it would; 
their estimates were in terms of a £15 
million deficit over-all, and in terms of a 
billion dollar deficit or less with the 
United States and dollar countries. The 
first quarter over-all sterling deficit was 
only $328 million which at an annual rate 
would be only $1,312—not too dishearten- 
ing a figure under the circumstances. 
But, in the second quarter of 1949 the 
dollar deficit leaped to $628 million or 
stood at an annual rate of $2,712 million. 
This has resulted in a further net drain 
of British reserves by $204 million for 
the first half of 1949 (see Table II), 
further reducing the already dangeously 
low sterling reserves, and arousing a 
sense of acute alarm on the part of both 
the British and United States Govern- 
ments. It is this sudden reversal of the 
apparent British trend toward recovery 
and equilibrium which has necessitated 
the calling of the September conference 
in Washington between the British, Can- 


’Dr. Paul Hinzig in an article in the New 
York Commercial and Financial Chronicle, 
July 14, 1949 estimates that the gross Brit- 
ish gold reserve in the second quarter of 
1949 was around £400 million (the danger 
point), but that the actual net reserve was 
only £300 million because £100 million of 
the reserve “is earmarked, in practice if 
not in law, as a security of the dollar fa- 
cilities obtained in 1947 and 1948 from the 
International Monetary Fund.” 


adian, and United States Governments. 


The British attribute the reversal of 
the trend toward equilibrium to the un- 
willingness of the United States to im- 
port larger quantities. They point out, 
however, that while part of the British 
decline in exports to dollar areas resulted 
from a fall in prices of rubber, tin, cocca, 
wool, and other raw materials, it was due 
to a considerable reduction in the volume 
of imports by the United States. 


It is not the purpose of this paper to 
analyze the various suggested proposals 
looking to a solution of the dollar short- 
age for Britain and Western Europe. 
Decisions reached at the Washington 
conference will be made in the light of 
political as well as economic factors. 
This paper has attempted to present only 
the economic background, suggesting that 
there are two profoundly divergent points 
of view as to the causes and implications 
of the present dollar shortage so far as 
Britain and Western Europe are con- 
cerned. 


CONCLUSIONS 


The British have good reason to be 
alarmed over the present dollar shortage 
for their economic position is extremely 
grave. If the underlying causes of their 
dilemma stem from a vast realignment 
of natural and artificial economic forces 
beginning near the turn of the present 
century, their glib explanation with 
World War II as the sole villain of the 
piece may well fall far short of the real 
truth. 


It would appear from this evidence 
that there is good reason to question the 
point of view which holds the present 
dollar crisis to be solely the result of 
World War II. Rather, it seems evident 
that this problem has been developing 
over a considerable period of time and 
was only aggravated by World War II. 
Therefore, any economic solution should 
look to the more fundamental natural and 
artificial advantages of the involved areas 
for direction in seeking to re-establish 
a permanent basis for equilibrium. 


August 24, 1949 


| 


} 
; 
] 
| 
| 
i 


i 
4 
=| 
{ 
e 


4 
e 
a 


